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TO THE MEMORY OF MY FATHER 




PREFACE 


This book is a complete revision of a previous book of the same title pub¬ 
lished in 1937 by the American Institute Publishing Company under the 
auspices of the American Institute of Accountants. Changes in auditing 
procedures that have taken place since 1937 have, it is hoped, been fully 
described and illustrated. The factors which influenced these changes, 
oflScial pronouncements of accounting organizations, changes in the require¬ 
ments of the Securities and Exchange Commission, in Federal income tax 
laws, and in other governmental requirements have been given full weight 
so far as they affect auditing procedures. 

Fully developed examples, rather than mere forms and instructions, have 
been used to show the application of the various methods and procedures 
described. 

No claim is made to originality or novelty. On the contrary, it is believed 
that there is no form, method, or procedure described in this book which 
is not already in successful practical use in some public accounting office. 
It is a compilation and explanation of the best current practice, rather than 
an attempt to demonstrate an 3 rthing new or untried in the hope that it 
might be an improvement. 

The author gratefully acknowledges the help and counsel of his friends 
in the profession and the partners and staff of his firm, particularly Walter 
P. Adams, the author of the chapter on Personal Books; Financial and 
Income Tax Records for the Individual. He also extends his thanks to the 
American Institute of Accountants, especially for permission to use excerpts 
from the bulletin ‘^Examination of Financial Statements by Independent 
Public Accountants,” from the statements of the Committee on Auditing 
Procedure of the American Institute of Accountants, and from the chapters 
in “Contemporary Accounting” written by the author. 

Maurice E. Peloubet 


New York, N. Y. 
September^ 1949 
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INTRODUCTION 


This book was written in the difficult and trying time of transition when 
we were no longer at war but had not yet achieved a permanent or satis¬ 
factory settlement of the multitudinous problems of peace. The magnitude 
and complexity of the resulting administrative problems in both govern¬ 
ment and private enterprise necessitated records and accounts of a corre¬ 
sponding comprehensiveness for their solution. As a direct consequence 
the audit and control of such accounts assumed a proportionate importance. 
This, in itself, was sufficient reason for the publication of a revised edition 
of the book. 

There was, however, another and more compelling reason for making the 
revision. In the last ten years there has been a decided shift in the direction 
of audit procedure though not in its ultimate objectives. Internal check 
and control and the work of the internal audit staff assumed an increasing 
importance. The income account, rather than the balance sheet, is now 
regarded as the really significant financial statement. Physical tests of 
inventories and confirmation of accounts receivable by direct communicar 
tion with debtors are now accepted auditing procedures. These tenden¬ 
cies, which were developing in the years between the wars, will continue 
to influence industry and finance, as well as accounts and records, and 
auditing procedures. They naturally involved some modifications in the 
preparation of working papers. 

A most important factor in recent developments is the enormous increase 
in the role of government. War and postwar conditions have forced—or 
allowed—^the Federal government to enter into business in a laige way. 
Today, if the activities of government corporations are considered as a 
whole, it is not unlikely that the United States Federal government is the 
largest commercial organization in the world. There is every reason to 
bdieve that government will continue to require detailed information from 
business for various regulatory and statistical purposes. Business, on the 
other hand, will ask cooperation and assistance from the government. 
This will require the most careful accounting and auditing in government 
departments, agencies, and bureaus. 

Wartime conditions as we knew them in government, finance, and indue- 

xi 



xii 


INTRODUCTION 


try have gone and will not, in all probability, return in the same form. We 
may be equally sure, however, that the conditions existing in the years 
between the great wars will not return. Free and competitive international 
trade will probably not exist; instead, all governments will find controls 
of exchange, tariff, and shipping necessary. A comparatively rigid price 
and wage structure may be in the making if present plans—or hopes—^for 
an increased national income and a job for everyone are carried out. Sub¬ 
sidies of many sorts, for example, agricultural and mineral, may be difficult 
to discontinue. All this, while rendering it more and more difficult to 
carry on business, will make accurate and dependable records more of a 
necessity than ever before. Moreover, in foreign trade and transactions 
between governments, the accounting approach will be of increasing impor¬ 
tance. A few advanced writers have recognized this explicitly, and it is 
implicit in many of the various international agreements proposed or in 
effect. 

All this points to the continued necessity for records that are com¬ 
plete in themselves and properly audited. Systems of accounts and costs 
will be required that are flexible enough to record the past and to give 
information on which to forecast results and to prepare budgets for the 
future. Whatever new problems may arise in the postwar period can 
be reduced to statements and schedules based on these principles and 
methods. 

Governmental accounting must always differ in some respects from com¬ 
mercial accounting. The differences are caused principally by the different 
source of funds—an appropriation instead of investment or retained profits 
—and by the different type of accountability—^to Congress or the Bureau 
of the Budget instead of to proprietors or security holders. But these differ¬ 
ences do not affect any accounting or auditing fundamentals. The Comp¬ 
troller General of the United States, through the Corporation Audits Divi¬ 
sion of the General Accounting Office, is now engaged in an audit, on 
commercial principles, of the various corporations owned or organized by 
the government. He has assembled a staff for this purpose headed by an 
eminent public accountant. This recognition of the substantial identity 
of governmental and commercial accounting and auditing problems is of 
the greatest significance to government and business. 

Excerpts from the instructions issued to the staff of the Corporation 
Audits Division of the General Accounting Office are presented in an appen¬ 
dix. The description and definition of audit working papers drawn up by 
the Division, its general instructions, and its description of the content of 
working papers are in s^eement with the best professional practice. The 
form of the papers is not that recommended in this book, particularly in the 
key schedules. This, however, is a practical matter. If the form of key 



INTRODUCTION 


schedules in use, pages 485 to 489 proves unsatisfactory, it can and doubt¬ 
less will be changed. 

Accounts that may be used as the basis of standard or estimated costs 
or as the basis of a budget must be easily susceptible of proof and must be 
such as to be readily audited. It is quite possible that audited statements 
of costs, both paid or incurred and standard or estimated, may be required 
by the commercial enterprise in its dealings with government and labor 
organizations. This and the increased complexity of business and the 
greater volume of transactions will require further extension of the systems 
of internal check and control and internal audit. 

In the last ten years the nature and scope of the internal audit have been 
reexamined, reappraised, and amplified, and internal check and control 
have been studied from the point of view of the company official, the govern¬ 
ment auditor or inspector, and the independent public accountant. Im¬ 
provement in internal auditing and in internal check and control may 
relieve the independent public accountant of some detailed testing and 
checking and free him for work better suited to his training and abilities. 

Although the changes that have come about in auditing were formulated 
and put into effect largely by accountants themselves, public or in private 
employ, they were precipitated by several strange and significant cases. 
Certain technical and professional bodies, in addition to the American 
Institute of Accountants and the state societies of certified public account¬ 
ants, have lent the weight of their resources and prestige to the enunciation 
and enforcement of pronouncements designed to make the new procedures 
effective. Among such groups are the American Accounting Association, 
the Controller's Institute of America, the Institute of Internal Auditors, 
and the National Association of Cost Accountants. 

The occurrence of some strange, bizarre, and almost incredible cases 
indicated the need for a thorough examination and revision of existing 
accounting and auditing practices, both internal and external. 

One of these cases was that of the Interstate Hosiery Company. Here 
a trusted employee of an accounting firm falsified his working papers and 
made false representations to the partners of the firm. The working papers 
disagreed with the books of the client company. The motives of the em¬ 
ployee of the accounting firm were never satisfactorily established nor was 
any actual loss to the client company or to investors proved. The case, 
nevertheless, had an important bearing on questions of supervision within 
an accountant's office and on internal check and control. 

The Coster-Musica case was a fantastic structure of fraud, fiction, and 
fancy. It occasioned much heart searching, much painful thought, and a 
little thankfulness, perhaps, that someone else had been the victim. Out 
of it grew a definite resolution to examine auditing procedures and methods 
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and to correct those which admitted the possibility, rare and remote though 
it might be, of the practice of such frauds and deceptions. The diflScult 
task of examining and revising procedures was accomplished by the accoimt- 
ing profession in a way which won universal respect and in which govern¬ 
ment and business heartily concurred. 

In their effort the accountants had the active cooperation of the govern¬ 
ment agency most directly concerned, the Securities and Exchange Com¬ 
mission. Two dangers were avoided. One would have been a panicky 
insistence on unduly detailed procedures and a drive to make some indi¬ 
vidual or firm the scapegoat. The other would have been a tendency 
toward standing pat, whitewashing all concerned, and defending without 
change the current procedures. Fortunately, the accounting profession 
fell into neither error. The facts were fairly and exhaustively examined 
by committees of the most eminent accountants in the country, who gave 
days and nights of study to the solution of the problem. Government 
departments concerned were freely consulted. Much testimony was taken, 
that recorded in the hearings before the Securities and Exchange Commis¬ 
sion being particularly valuable. It was agreed that the opportunity for 
this fraud, and whatever fault or culpability existed, lay in the accounting 
standards and practices of the time rather than in any individual or firm. 

The results of the Committee's work were embodied in several statements 
by the Conunittee on Auditing Procedure of the American Institute of 
Accountants, which were agreed to, formally in some cases and effectively 
in others, by the various state societies of certified public accountants. 

While this book is not intended as a treatise on auditing, it is obvious 
that working papers must be prepared on the basis of some specific audit 
procedure. The pamphlet ‘^Examination of Financial Statements by Inde¬ 
pendent Public Accountants" and the forms and instruction books of the 
Securities and Exchange Commission, brought up to date, however, by the 
statements issued by the Committee on Auditing Procedure of the American 
Institute of Accountants, which are printed in the various chapters follow¬ 
ing the sections of “Examination of Financial Statements by Independent 
Public Accountants," which they amplify or modify, have been used as this 
basis. The procedure described in these bulletins and statements consti¬ 
tutes, as nearly as may be, what is accepted practice today. Conditions 
may change in the future and practice may change with them, but it is be¬ 
lieved that the methods of applying the practice of the day to the audit in 
hand and the basic methods of preparing schedules and working papers will 
not change in essence. It is to be noted, also, that the methods of preparing 
clear and simple working papers supporting comprehensive and well- 
planned reports are the same for reports to the proprietors of a business, to 
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the management of an industrial enterprise, to a government agency, or to 
a taxing or regulatory body. 

A book on working papers consisting merely of a collection of forms for 
schedules and verbal instructions for their use would be of little value to 
the student or practitioner. The only way the proper preparation of work¬ 
ing papers can be taught or illustrated is by the use of typical examples 
prepared in a way as nearly resembling actual practice as possible. 

In this book, accordingly, a supposititious but typical moderate-sized 
manufacturing corporation is taken as the central example. It illustrates 
many, although by no means all, of the situations and problems of a con¬ 
solidated enterprise as well as the specific questions arising in the audit of 
the parent company considered as a single corporate entity. The methods 
of preparing papers and the principles underl 3 ring their preparation are 
alike for a large or small enterprise, for a corporation, partnership, or indi¬ 
vidual. In order to demonstrate the flexibility of the principles and meth¬ 
ods illustrated, the accounts of a service corporation, a trading partnership, 
and an estate are shown as well as those of the manufacturing enterprise 
that is the principal example. 

The extension of the method described for a small consolidation to a 
larger one is shown in Chapter XIII. It is substantially the same as an 
article published in the Journal of Accountancy in June, 1923, by the author 
of the present book. The figures are not, of course, representative of 
today’s or tomorrow’s business, but as the purpose is merely to show the 
mechanical application of a method, this fact does not detract from their 
value. The simplicity of the illustrations is intended to make their appli¬ 
cation to a more complex situation clearer. It is interesting to observe 
that with all the complications and demands of wartime accounting, no 
radical change in the mechanical means and methods of preparing working 
papers was found necessary. 

Among the illustrations are a typical report for management purposes 
and a typical report for the Securities and Exchange Commission prepared, 
it is believed, in accordance with good current practice. They are, of 
course, to be considered merely illustrative and not as a criterion by which 
to determine the method and form for preparing these types of reports. 

The reports and statements given as examples in this book are prepared 
in accordance with good current accounting and auditing practice. The 
reports to the Securities and Exchange Commission and other regulatory 
bodies are prepared under requirements in force at December 31, 1946. 
Certain changes have been made since that date in government require¬ 
ments and auditing and accounting questions are under constant scrutiny 
and discussion by committees of the American Institute of Accountants 
concerned with them. Certain changes are now being discussed, for ex- 
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ample^ the treatment of prepaid expenses and the terminology to be used 
for what are described in this book as surplus and reserve accounts. None 
of these changes will affect in any way the basic principles and methods 
shown as suitable for the preparation of the most useful and effective types 
of working papers. The types of papers used and illustrated in this book 
have been tested over many years without basic changes. It would, 
however, be advisable for anyone responsible for the preparation of an 
accounting report to satisfy himself that it agrees with the latest govern¬ 
ment requirements or with the controlling pronouncements of the American 
Institute of Accountants rather than to follow strictly the forms presented 
here even though the changes may not appear to be material or substantial. 

One of the characteristics of present-day auditing and accounting work 
is the requirement that corporations prepare statements of their affairs and 
condition in different forms and from different points of view. It has been 
assumed throughout the book that working papers are desired that are 
suflSciently flexible and analytical to meet the requirement. Throughout 
the book the necessity for planning the papers from the start with the final 
statements always in mind has been stressed, and practical methods for 
avoiding duplication of work and reanalysis of accounts have been indicated. 


Maurice E. Peloubet 
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THE FUNCTION OF WORKING PAPERS 
Scope and Purpose 

The object of this book is to provide an accountant who is already well 
grounded in the theory of accounts and auditing with a practicable set of 
working tools for an audit assignment. Many large firms, especially those 
with branch offices, have developed office manuals in which methods are 
prescribed for ensuring a uniform standard of work throughout their staff. 
The material here presented may meet the needs of firms that have not yet 
drawn up such manuals for themselves. 

Definition of Working Papers 

By working papers are meant the records and memorandums that an 
accountant develops in connection with an audit, which enable him to do 
his work with a minimum expenditure of time and effort and to preserve 
a full and clear account of it. They outline the conditions he found; the 
methods of examination he applied; the data he collected, not only from 
analysis of the client’s records and accounts but also from confirmations 
and corrections obtained through other sources; and the findings at which 
he arrived. They thus constitute not only a collection of the material that 
he has found necessary in compiling his report but also a record for the 
future, in case questions regarding his findings arise on the part of the 
client, the Securities and Exchange Commission, or the courts. 

Working Papers and Third Parties 

The methods of preparing working papers and the illustrative groups of 
schedules given in this book, have all been devised with the shadow of a 
third party in the background. Some types of working papers, such as 
those prepared for the support of an income tax return, are almost certain 
to be reviewed at some time by the Bureau of Internal Revenue. Other 
papers may be exhibited to a client’s employees, associates, or creditors, 
of course at the client’s direction. Papers may need to be shown, moreover, 
to the Securities and Exchange Commission, and there is always the possi¬ 
bility that they may have to be put in evidence in a legal transaction. 
While this last is probably the least likely event in which third parties may 
examine working papers, it may also be the most important. 

1 
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An audit may, of course, cover anything from a complete detailed review 
of every transaction by a company to a mere general survey of conditions 
and-methods, supplemented by a partial verification of specified assets. 
According to the situation, the working papers developed in connection 
with an audit may be brief and simple or elaborate and varied. 

Auditing Is Analytical, Accounting Constructive 

It is to be borne in mind that the professional activities of an accountant 
are partly analytical and partly constructive, and that both characteristics 
are to some extent mingled in almost everything he does. Broadly speak¬ 
ing, he acts constructively in devising forms or methods for keeping records, 
advising as to the nature of the entries required for certain transactions or 
as to their accounting significance, preparing reports and statistics for 
executive purposes, and preparing tax returns and other reports required 
by Federal, state, or other supervisory or regulatory bodies. However, an 
accountant is often engaged upon what is called “investigation,’^ in which, 
although the ultimate purpose is constructive, the essential activity is 
analytical. The object of the investigation may be to arrive at a purchase 
price of an enterprise, to ascertain the comparative value of two companies, 
to provide the basis for an estimate of a company’s future earning power, to 
determine the actual cost of certain goods, the honesty of employees, or the 
sufficiency of a system of records. Or the object may also be to determine 
the position of a company with regard to outside bodies, such as the taxing 
authorities or governmental bureaus or commissions. In fact, the in¬ 
vestigation may cover almost any feature of an enterprise on which the 
client thinks the accountant may usefully report and for which the acr 
countant is willing to take the responsibility of reporting. 

On the other hand, the accountant’s auditing work, which is predomi¬ 
nantly analytical, may include elements that are strictly constructive. This 
is not the case of course in the ideal situation, when the client’s accounts 
are well kept and the client has statements prepared from them in proper 
form, supported by reasonably extensive analyses of the important ac¬ 
counts. On such an occasion little more than verification, approval, 
record of the work done, and the preparation of reports is required of the 
auditor. Such situations may be found in Great Britain, where much 
audit work is still done that is entirely analytical, although this is becom¬ 
ing less frequent as business grows more complex. In these British cases the 
client closes his books and prepares a balance sheet and an income account, 
which he presents to the auditor. The auditor then checks these with the 
books of account and the supporting data, enters in his audit notebook the 
records examined, and signs the client’s accounts. With such an audit 
the need for working papers scarcely arises. The only working papers will 
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concdst of copies of the signed accounts, the audit notebook, and possibly 
extracts from the minute book and the articles of association. 

Such conditions, however, do not often exist in the United States at the 
present time. Certain constructive work is generally expected by the 
client and performed by the auditor as a part of the average audit. In 
some bankruptcy and fraud cases, indeed, the accountant may have to 
construct and reclassify the accounts from whatever original data may be 
available. Obviously, as the constructive elements in an audit increase, 
the working papers will become more complex. Whatever the situation 
may be, they should be adequate to show the examination that the auditor 
has made and to serve as a proper basis for the figures given and the opin¬ 
ions arrived at in his report. This requirement holds, whether the working 
papers represent statements originally prepared by the client himself or 
by the auditor. 

One point must be noted here with respect to such constructive service 
by the accountant. In the United States, especially in the case of a small 
or a moderate-sized company, it is not unusual for the accountant to pre¬ 
pare the balance sheet and the income account. The preparation of the 
statements is, in reality, no part of an audit, and if the accountant performs 
this work in the course of an audit, he does it in his ‘‘constructive capacity,^' 
not as an auditor. No matter who does the work of compilation, the 
statements are the client^s. The mere use of the accountant as the com¬ 
piler, regardless of how frequent this may be, makes them no more the 
accountant's statements than their preparation by the client^s controller 
or bookkeeper makes them the statements of that employee. 

Independence of the Accountant 

It must be remembered, however, that certain services which may 
properly and ethically be rendered to a client in the ordinary course of 
business are deemed by the Securities and Exchange Commission to be 
presumptive and irrefutable evidence of lack of independence on the ac¬ 
countant's part. On ordinary engagements the accountant's innate sense 
of fitness and integrity, together with the codes of ethics and professional 
conduct of the various professional societies, will be a sufficient guide to 
him. However, on engagements for clients who have statements to be 
prepared that come under the jurisdiction of the Securities and Exchange 
Commission, the accountant must be sure to follow the exact and formal 
requirements of the Commission. Failure to do this will subject him to 
the charge of being not independent. No proof, however positive, of 
actual independence is persuasive in the presence of certain specified 
actions or conditions. This question is thoroughly discussed by Samuel J. 



4 


AUDIT WORKING PAPERS 


Broad in Chap. II of ‘‘Contemporary Accounting/’ a publication of the 
American Institute of Accountants. 

RELATION OF FINANCIAL BOOKS AND WORKING PAPERS TO REPORTS 
AND STATEMENTS PREPARED FROM THEM 


Basic Records 

For the discussion of working papers in the following chapters, certain 
points should be kept in mind. In the first place, it is assumed as a prac¬ 
tical matter that a preliminary closing of the income and expense accounts 
has been made on the company’s books and that mathematically correct 
trial balances before and after this closing are available to the auditor. 
In actual practice this is not always the fact. In large and well-organized 
companies, balance sheets and income accounts are frequently prepared 
but they are seldom in exactly the form required by the auditor. Partic¬ 
ularly in the case of consolidated accounts, analysis and verification must 
be applied to the ledger accounts themselves rather than to a number of 
ledger accounts grouped as one item under a balance sheet or income ac¬ 
count classification. 

Different Statements for Different Purposes 

It should be borne in mind from the beginning of an audit that the work¬ 
ing papers should be designed with their application to the varied forms 
and uses of the statements and reports in view. 

Under present conditions of practice, with few exceptions, statements for 
more than one purpose or to satisfy the requirements of various officials 
and bodies must be drawn up from the same set of books. There is a sur¬ 
prisingly widespread illusion, which is shared not only by the uninformed 
public but by numbers of otherwise intelligent businessmen, that the aver¬ 
age corporation keeps two or three sets of books—separate sets of books for 
corporate purposes, for tax purposes, and possibly for purposes of reporting 
to some body or commission such as a state public utilities commission, the 
Interstate Commerce Commission, or the Securities and Exchange Com¬ 
mission. 

All Statements Based on the Same Books 

The accountant knows that this is not a fact, that corporate books must 
be so devised that the various statements required can all be drawn off the 
same set of books. Each statement will be prepared for a specific purpose 
and will show the position of the enterprise from that point of view, but it 
must be possible to reconcile each one with the books themselves and with 
the other statements. If it is true that the corporation’s books must serve 



THE FUNCTION OF WORKING PAPERS 


9 

all these varied purposes, it follows that properly designed working papers 
must be equally flexible and must be planned from the start of the audit 
with the statements and reports to be produced always in mind. 

Mechanical Principles of Working Papers 

The mechanical principles of the preparation of working papers are es¬ 
sentially the same, whatever their application and regardless of differences 
in detail in various industries. Instead of attempting to show the dif¬ 
ferences in application between different industries, it appears more de¬ 
sirable to take as an example an industrial organization exhibiting some of 
the typical complications which will be met with in domestic business in 
the United States, carried through with some degree of completeness and 
finality. A manufacturing organization, the principal unit of which is 
both an operating and holding company controlling subsidiary manu¬ 
facturing companies, including a sales company and a railway, has been 
chosen as giving typical examples of the problems to be met in the average 
audit (see chart, page 318). 

It has been assumed that shares of this company are listed on a securities 
exchange which is registered with the Securities and Exchange Commission 
and to which annual reports must be made. The railway is a line connect¬ 
ing one of the company's plants to an interstate railway system. As freight 
going into interstate commerce both originates on and is received by this 
line it falls under the jurisdiction of the Interstate Commerce Commission, 
though it is little more than a short-line plant facility. Federal income tax 
returns must be prepared for all these units. While these companies, in 
all probability, would also have to pay some state franchise or income 
taxes, the papers required to prepare these returns would be similar to 
those used to determine Federal income taxes. 

♦ 

TYPICAL STATEMENTS AND REPORTS 

The working papers described in this book are, therefore, designed to 
support 

1. A comprehensive report for the management of the organization 
showing the consolidated position of the enterprise and the relation of each 
individual company thereto. 

2. Certified consolidated balance sheet, income, and surplus accounts 
for shareholders, satisfactory to the exchange on which the securities are 
listed. 

3. The financial statements required by the Securities and Exchange 
Commission. 

4. In the case of the railway, the data required by the Interstate Com¬ 
merce Commission. 
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6. A Federal income tax return for each company. 

No examples are given of financial statements required for security issues 
under the Purities Act of 1933 and amendments, as the statements pre¬ 
pared for this purpose are very similar to those required annually by the 
Securities and Exchange Commission. A description of the working 
papers required to support the annual statements for a listed company and 
tiiose for a new issue of securities would be practicdly the same, except that 
in the latter case longer periods of time sometimes need to be covered and 
some additional detail would be necessary. For the most part, however, 
the data required for registering a new issue, not included in the annual 
report, are not of an accounting nature. 

Types of Schedules 

Working papers may be grouped according to their functions into three 
divisions: 

1. The classified trial balances, adjusted when necessary, which are the 
link between the books and records of the company and the statements 
certified by the auditor. 

2. Analytical and supporting schedules that show the composition and 
character of the items appearing in the trial balance and indicate their 
classification in the accounting statements. 

3. Schedules that have to do with verification. 

A ringle schedule, which is primarily a supporting schedule, may also 
give an indication of what verification work has been done. For instance, 
a schedule of plant and equipment may show the changes during the year; 
a note on the schedule may show the amount of the additions verified and 
the nature of the verification work. In general, it is not objectionable for 
schedules primarily designed as support for the statements to include notes 
as to verification work. • However, it is not desirable for verification 
schedules to carry notes which are, in effect, condensed supporting sched¬ 
ules. While no point of principle is involved, it is in practice awkward 
and inconvenient, as references on trial balances and cross references be¬ 
tween schedules are made primarily to supporting rather than to verification 
schedules. 

Working Papers for Tax Returns of Individuals 

One important part of the accountant’s practice, whether in a large city 
or small town, whether practicing individually or with a numerous staff, 
is the preparation of individual income tax returns and supervision over 
the accounts of individuals. It is probably fair to say that no working 
papers are of more practical importance and value than those supporting 
the income tax returns of individuals, particularly when an individual is 
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interested in a number of enterprise or when the returns from invetment 
or speculation form a substantial part of the income, yet it is hardly possible 
in an example based on corporate accounts to indicate the methods that 
would be most useful. 

In this book, therefore, a special section is devoted to working papers 
leading to the preparation of a Federal income tax return for an individual 
(see Chap. XVI). While it is unlikely that any one individual return would 
show all the varieties of transactions and different types of income and 
deductions, an attempt has been made to include, in this return and in the 
papers supporting it, most of the accounting problems commonly met hi 
the preparation of returns for individuals with substantial income or com¬ 
plicated transactions. 



CHAPTER II 


EXAMINATION INTO SYSTEM OF INTERNAL AUDIT 
AND CONTROL 


(All matter in boldface roman t3rpe is quoted from the American Insti¬ 
tute of Accountants bulletin, “Examination of Financial Statements by 
Independent Public Accountants,” January, 1936. All matter in boldface 
italic type is quoted from Statements on Auditing Procedure issued by the 
Committee on Auditing Procedure of the American Institute of Ac¬ 
countants, which modify or amplify the bulletin. The number of the 
statement precedes the quotation.) 

An important factor to be considered by an accountant in formulating 
his program is the nature and extent of the internal check and control in 
the organization under examination. The more extensive a company’s 
system of accounting and internal control the less extensive will be &e 
detailed checking necessary. For example, a plant addition in a large¬ 
sized company may be limited to the amotmt of a specific appropriation 
made by the administration, the work may be undertaken by a construction 
department, the funds be disbursed by the treasurer’s department and the 
whole be subject to review in the controller’s department when the neces¬ 
sary entries are made. In such a case the accountant is obviously war¬ 
ranted in making a much less extensive check of the details than in a small 
company where the manager orders the expenditure and the bookkeeper 
makes ^e entries. 

The term “internal check and control” is used to describe those meas¬ 
ures and methods adopted within the organization itself to safeguard the 
cash and other assets of the company as well as to check the clerical ac¬ 
curacy of the bookkeeping. The safeguards will cover such matters as 
the handling of incoming mail and remittances, the proceeds of cash sales, 
the preparation and payment of payrolls and the disbrnsement of funds 
generally, and the receipt and shipment of goods. These safeguards will 
frequently take the form of a definite segregation of duties or the utilization 
of mechanical devices. For example, the cashier will have no part in the 
entering of customers’ accounts or the preparation of their statements, and 
neither he nor the ledger keeper will have authority to issue or approve 
credits to customers; the clerk recording the labor time and preparing the 
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payroll will not be permitted to handle the funds; approval and entry of 
vouchers will be made by others than the disbursing officer; and stock 
records and inventory control will be kept independent of both the ship¬ 
ping and receiving departments. The extent to which these and other 
measures are practicable will naturally vary with the size of the organiza¬ 
tion and the personnel employed. 

The scope of the examination and the extent of the detailed checking 
must be determined by the independent pubUc accountant in the light of the 
conditions in each individual company. If there is little or no system of 
internal check, the client should be advised that a more detailed examina¬ 
tion than that outlined hereafter is necessary if an unqualified report is to 
be furnished. If there is an adequate system of internal check, certain 
parts of the detailed procedure may be uimecessary. 

Statement No. 1 — October, 1939 

The committee desires to state its opinion that auditing procedure has 
kept, and continues to keep, pace with the growth and development of 
industry and that the well established custom of making test checks of 
accounting records and related data and, beyond that, reliance upon the 
system of internal check and control after investigation of its adequacy and 
effectiveness has with very few exceptions proved sufficient for its purpose. 

The independent auditor must also exercise his best judgment in de¬ 
termining the scope of his examination and in deciding whether the 
interests of stockholders and creditors Justify the time and expense in¬ 
volved in the extension of any particular line of inquiry. Experience shows 
that, with few exceptions, the personnel of business organizations is honest. 
The ordinary examination incident to the issuance of financial statements 
accompanied by a report and opinion of an independent certified public 
accountant is not designed to discover all defalcations, because that is not 
its primary objective, although discovery of defalcation frequently results. 
In a well-organized concern the principal reliance for the detection of such 
irregularities is placed upon the maintenance of an adequate system of 
accounting records with appropriate internal check and control. It is the 
duty of the independent auditor to review the system of internal check and 
accounting control so as to determine the extent to which he considers 
that he is entitled to rely upon it. To exhaust the possibility of exposure 
of all cases of dishonesty or fraud, the independent auditor would have to 
examine irt detail all transactions. This would entail a prohibitive cost to 
the great majority of business enterprises—a cost which would pass all 
bounds of reasonable expectation of benefit or safeguard therefrom, and 
place an undue burden on industry. 

In carrying out his work the independent certified public accountant 
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must always be on Ms guard against collusive fraud and be alert in detect¬ 
ing any sign of such collusion. However, on the basis of his examination 
by tests and checks, he relies upon the integrity of the clienfs organization 
unless circumstances are such as to arouse suspicion, in which case he 
must extend his procedures to determine whether or not such suspicions 
are justified. 

The extent of sampling and testing should be based upon the independent 
auditofs judgment as to the effectiveness of internal control, arrived at as 
the result of investigations, tests, and inquiries. Depending upon his 
conclusions in this respect, the independent certified public accountant 
should extend or may restrict the degree of detailed examination. Conse¬ 
quently, in some cases it may be necessary to modify or omit reference to 
reliance upon the system of internal control. Clearly also where a de¬ 
tailed examination is made, the phrase “without making a detailed audit 
of the transactions” would be inappropriate. 

Internal Audit 

Apart from the internal check just described, the independent auditor 
of a modem corporation of some size generally has another instrument to 
assist him in carrying out his audit, i.e., the internal audit staff of the client. 
A detailed audit of a manufacturing or trading enterprise with a substan¬ 
tial capital, say, from $1,000,000 up, is seldom attempted and if carried 
out would be unsatisfactory to both client and auditor. The expense to 
the client would be much heavier than that of maintaining an adequate 
internal audit staff, and the risk and difficulty incurred by the auditor in 
carrying such a large staff would be so great that the apparently excessive 
fees he would be forced to charge would barely compensate him for the 
work done. Furthermore, it is generally true that in the detailed work 
required of an internal audit staff, familiarity with one industry, and with 
the client’s affairs in particular, probably make the work of the internal 
auditor more effective and economical than that of the staff of a public 
accountant. However well-trained generally the latter may be, it must, 
as a natural result of being prepared to meet almost any situation at short 
notice, be less expert in a particular industry than a group of men who have 
spent some time in the employ of a client as internal auditors. 

The independent auditor should be acquainted with the personnel, pro¬ 
grams, and methods of the internal audit staff. He should satisfy himself 
that the staff is so oi^anized and directed as to be able to take an inde¬ 
pendent and judicial view of the transactions that pass under their review 
and that the internal auditors report to a financial officer who is not di¬ 
rectly responsible for the accoimting work. All reports, programs, and 
working papers of the internal auditors should be available to the inde- 
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pendent auditor and generally these should be carefully scrutinized by him. 
A fairly detailed statement of the personnel, program, and progress of work 
of the internal audit staff should be prepared as part of the audit papers. 

Statement No. 2 — December, 1939 

Internal auditing departments are an important part of the system of 
internal check and control, particularly where a concern has numerous 
plants or offices. The work of the internal auditor reduces the.volume of 
testing and checking required of the independent auditor. However, the 
objectives, purposes, and points of emphasis of the two are by no means 
parallel. An internal audit stresses particularly the accuracy of the book¬ 
keeping records, the fact that they conform with standard accounting pro¬ 
cedures of the concern, and the discovery of irregularities and possible 
shortages. The indeperulent auditor also has these matters in mind but 
they are not his primary objective. He concerns himself more particularly 
with the soundness of the judgments of the management as reflected in 
the financial statements and their conformity with generally accepted 
accounting principles and conventions. Furthermore, one of the safe¬ 
guards of an indeperulent audit is the fact that it is made by those de¬ 
pendent of the concern under examination. For the reasons stated, an 
internal audit, however efficient, cannot be considered as a substitute for 
the work of the indeperulent auditor. 

Statement No. 6 — March, 1941 

The Commission makes it mandatory that appropriate consideration be 
given to the adequacy of the system of internal check and control, following 
the standard set forth in the report, “Extensions of Auditing Procedure,” 
and in accounting discussion and literature during recent years. The 
succeeding sentence, “Due weight may be given to an internal system of 
audit regularly maintained by the use of auditors employed on the regis¬ 
trant’s own staff,” is permissive. No reference is made to the work of 
internal auditors who may be employed by a subsidiary of the registrant 
but, as the sentence is permissive and not restrictive, the committee does 
not consider the omission serious. Where circumstances surrounding an 
internal audit made by employees of a subsidiary are such as to justify a 
measure of reliance upon it, the committee believes the auditor should give 
due weight to it also as constituting part of the system of internal control. 

Statement No. 10 — June, 1942 

In the spread of auditing work throughout the year first consideration 
must be given to the adequacy of the system of internal control since the 
degree of such control luts an important bearing on the extent to which it 
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is sound to spread the examination over the year. It must be recognized 
that due to the emergency many companies have been forced to modify the 
extent of their internal checks which had been previously in force and 
therefore the review of the system of internal check and control should 
ordinarily be made during the early months of the period under audit, in 
order that the audit program can be prepared, giving due weight to the 
internal procedures and separation of duties within the clients organiza¬ 
tion. 

The internal controls may justify dispensing with annual audits of 
branches or subsidiaries, especially the smaller ones, and rotating them 
from year to year. 

Statement No. 20 — December, 1943 

In the event a contracting officer requires an audit. Part III of the manual 
[War Department Termination Accounting Manual for Fixed Price Supply 
Contracts] is stated to embrace such audit procedures as would ordinarily 
be required to protect the interests of the government. Accordingly, it 
would appear that as a general proposition the War Department would also 
regard it as indicative of the scope of examination which should be under¬ 
taken by an independent public accountant in order to express an opinion, 
if he is asked to do so, regarding the cost data set forth in the settlement 
proposal. The audit procedures in the manual are designed to minimize 
detailed checking; they contemplate reliance upon the contractofs system 
of internal control to the extent that such reliance appears warranted; they 
emphasize the importance of giving special attention to the accounting 
practices followed by the contractors; and they prescribe the use of selec¬ 
tive methods of audit. Thus, fundamentally, the auditing practices set 
forth in the manual conform to those established by the accounting pro¬ 
fession. In some cases, more detailed checking will be necessary than in 
others in order to protect the interests of the government and those of the 
contractor. 

INTERNAL AUDITORS AND THE USE OF THE CLIENT*S STAFF 

The importance of the internal auditing grew rather than diminished 
during the war period and there is no reason to believe that this tendency 
will change in the postwar years. This growth of internal auditing is 
primarily the result of the increase in size and in volume of operations of 
companies engaged in war business. Basically, internal auditing is a tool 
of management. 

Function of the Internal Audit Staff 

Apart from its primary function of preventing fraud and irregularities 
and safeguarding the property of the corporation, one of the more obvious 



EXAMINATION INTO SYSTEM OF INTERNAL AUDIT AND CONTROL IS 


functions of the internal audit staff is to establish internal control and uni¬ 
formity in the accounts and records in comparable plants or enterprises 
under the same management. The internal audit staff has also been used 
to gather information from which to prepare consolidated statements. 
These functions are important and will always form a large part of the 
work of such a staff. Control is the chief consideration, for example, with 
the internal audit of a chain of automobile service stations, of retail stores, 
or of bakeries. However, the further development of internal control will 
proportionately reduce the volume of the more detailed auditing work 
done by the internal auditors. 

In addition, internal auditing is, like so many other organizational de¬ 
vices and techniques, a device for enabling management to observe and 
comprehend complex and widely distributed operations. The Institute of 
Internal Auditors has done a great deal to make the possibilities of internal 
auditing clear and to make the general usefulness of the internal auditor 
known. The publications of the Institute of Internal Auditors are valu¬ 
able both to the prospective internal auditor and to the public accountant, 
since they give the most authoritative discussion available of this rapidly 
growing feature of corporation organization. 

Aid to the Independent Audit 

Internal auditing is the one thing that makes feasible an independent 
audit of an organization like the United States Steel Corporation, Socony 
Vacuum Oil Company, or the American Tobacco Company. The diffi¬ 
culties of maintaining a public accounting staff large enough to make an 
adequate audit of corporations such as these if they had no internal audit 
staffs of their own are too obvious to need elaboration. The practical 
method is for the public accountant to make the utmost use of the work 
done by the internal audit staff and to secure the cooperation of the in¬ 
ternal auditors in every way possible. That this method is reasonable is 
admitted on every side. Rule 2-02 of Regulation S-X of the Securities and 
Exchange Commission states: 

In determining the scope of the audit necessary, appropriate consideration 
shall be given to the adequacy of the system of internal check and control. Due 
weight may be given to an internal system of audit regularly maintained by means 
of auditors employed on the registrant's own staff. The accountant shall review 
the accounting procedures followed by the person or persons whose statements 
are certified and by appropriate measures shall satisfy himself that such accounting 
procedures are in fact being followed. 

The stock exchanges and credit grantors such as banks realize that few 
public accounting firms would find it practicable to make anything ap¬ 
proaching a detailed audit of a corporation of any considerable size. This 
has cut down the amount of detail work done in the average accounting 
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office and has correspondingly reduced the opportunities for training juniors 
in detail auditing technique. 

The public accountant should not accept, without examination, the 
results of the work of the internal audit staff. He should satisfy himself 
that the staff is composed of men of adequate training and ability, that it 
functions with the proper amount of freedom and independence, and that 
its programs and methods are properly devised. Furthermore, he should 
satisfy himself that these programs and methods are definitely put into 
effect. The internal audit staff should report to an official sufficiently 
removed from the actual recording of transactions and in a position of 
sufficient responsibility and authority that he will take an objective view 
of the matters reported to him and will see that matters which require the 
consideration of the executive officers or board of directors are brought be¬ 
fore them. A satisfactory appraisal of the work of an internal audit staff 
requires on the pai*t of the public accountant the expenditure of time and 
the exercise of judgment, involving a critical examination of internal audit 
programs, a careful perusal of internal auditors^ reports, and a test to 
see if the internal auditors actually do the work that they are instructed 
to do. In many ways it is one of the most important parts of an audit. 

The relation between the independent auditor and the internal auditors 
is certainly not that which exists between the independent auditor and 
members of his staff. The independent auditor does not directly issue 
instructions to members of the internal audit staff, although he may fre¬ 
quently do so indirectly by making suggestions for internal audit pro¬ 
grams. The relation is more nearly parallel to that existing between two 
accounting firms, one of which is doing work that the other is willing to 
accept after satisfying itself of the responsibility and reliability of its 
correspondent. 

Reliance on Work of Client’s Staff 

The work of the internal auditors is not the only way in which the 
accounting staff of the client might assist the public accountants. In 
every recurring audit, the client should prepare schedules for the auditor. 
In many cases these are the duplicates of records and memorandums 
necessary for the conduct of the business of the company. Trial balances 
of general and subsidiary ledgers, lists of additions to plant and equipment, 
summaries of investment accounts, lists of investments, summaries of in¬ 
ventories, schedules of expenses, and schedules showing changes in fixed 
liabilities are a few examples of the types of schedules that may usefully 
and properly be prepared for the auditors. 

The public accountant’s duty is to check, prove, and verify, and he can 
do this just as well using schedules prepared by the client as he can using 
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those which he has written himself. This, of course, applies more to the 
large and well-organized corporation than to the small close corporation, 
partnership, or individual trader. 

In the matter of reliance on the work of the internal audit staff and the 
preparation of schedules and statements by the clients, the requirements of 
the Securities and Exchange Commission and those of generally accepted 
auditing procedures are the same. The Securities and Exchange Com¬ 
mission, however, has some rather formal requirements concerning the use 
of a client's staff. It would be quite improper, for example, in the opinion 
of the Commission, for the auditor to require the client's bookkeeper, or 
even the client's internal auditor, to assist in making a specific check of 
some record. Apparently, however, it is quite correct in the eyes of the 
Commission to accept similar work when done as part of the internal 
audit.^ 

The position of the Commission seems to be predicated on the existence of 
internal control and internal auditing which approaches the ideal, a situa¬ 
tion almost never met with in practice. In many engagements, particu¬ 
larly in the audits of smaller enterprises, the accountant must frequently 
make up for the deficiencies of his client's organization. 

There is no doubt that where the public accountant does work that 
comes under the supervision of the Commission he must follow the Com¬ 
mission's requirements. In audit work which does not look to the prep¬ 
aration of statements for the Securities and Exchange Commission but is 
done to report on statements for credit grantors or proprietors, the ac¬ 
countant may, under special circumstances, make use of the assistance of 
the client's staff, and he should rely on his own judgment as to the nature 
and extent to which this assistance can be used without affecting the in¬ 
tegrity of his audit work. 

The use of the client's staff in an audit is naturally one of the features of 
the difficult and thorny question of independence. It is noteworthy that 
the Commission expressly disclaims its intention or ability to determine 
the fact of independence and relies on a presumption of lack of indepen¬ 
dence in the presence of certain acts and conditions. This position is en¬ 
tirely different from one based on independence in fact. It is mentioned 
here as explaining when certain methods and procedures may be used in 
audits of corporations whose securities are not listed on a national securities 
exchange, or in audits of corporations which have not issued and do not 
contemplate the issue of securities registered under the securities acts. It 
would be unwise to adopt these procedures in the audit of a corporation 
coming under the control or supervidon of the Securities and Exchange 

' William W. Wemtz, ^The Viewpoint of the Securities and Exchange Commission on 
Internal Auditing,” The Journal of Accountancy, December, 1943, pp. 470-478. 
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Cominissioh. Independence, in fact, should never be lost sight of, but the 
public accountant should not refuse to perform for a client not subject to 
supervision or control by the Securities and Exchange Commission extran¬ 
eous acts or services deemed by the Commission to imply a lack of inde¬ 
pendence, if the accountant is in fact independent. 

If anything of real importance is not covered by the work of the internal 
audit staff or by adequate internal check, or if it is covered unsatisfactorily, 
the condition should be reported to the management for correction. If 
no steps are taken to correct the condition, the auditor should then con¬ 
sider whether the lack of proper control is sufficient to cast so much doubt 
on the accuracy of any item in the accounts that a qualification should be 
made in his certificate. The qualification should refer to the doubtful 
item rather than to the lack of proper internal control. If, for instance, the 
independent auditor is convinced that the company’s check and control on 
goods on consignment is so faulty that the accuracy of that item is ques¬ 
tionable, and the terms of his engagement prevent him from doing the 
work he considers necessary to check goods on consignment satisfactorily, 
he might state that the accounts are correct as stated, subject to adequate 
verification of merchandise on consignment. The reader of the accounts 
is not particularly concerned as to why the auditor considers that the 
accounts must be qualified, but he is vitally concerned in knowing upon 
which items he may not rely. Just as in the case of the internal check, it is 
impossible to say what, in any particular instance, is sufficiently important 
to warrant the auditor’s insisting upon it even to the extent of withdrawal 
from the engagement. 

In an audit of a company all of whose plants and offices cannot prac¬ 
ticably be visited, the independent auditor must occasionally rely on the 
internal audit staff for a description of the internal check in use in those 
plants and offices. This, of course, throws an added burden of responsi¬ 
bility on the auditor and makes a knowledge of the personnel of the internal 
audit staff and a close scrutiny of their reports even more important than 
it is when circumstances permit the independent auditor to visit the various 
plants and offices of the company. Here again, a decision as to whether 
or not a condition of this kind should be mentioned in the certificate must 
be dictated by judgment and a sense of proportion. 

The Working Papers Covering Internal Check and Internal Audit 

If a company has ten plants located at various points throughout the 
country and it is practicable to visit only two, it would be usual to mention 
in the working papers that the auditor had relied on statements received 
from the plants that had been checked by the internal auditor. Whether 
or not any mention is required in the report or certificate of the independent 
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auditor will be determined by the importance of the records kept at the 
plants, properties, or offices which the independent auditor cannot visit in 
the course of his work and by the extent of his reliance on the reports of 
company auditors examining these units. In the working papers of any 
audit, there should be a description of the internal check and the internal 
audit on which the auditor relies for points not covered by his own work, a 
description of any type of transaction or activity not covered by internal 
audit or by the auditor’s own work, and a statement of the extent to which 
the auditor had examined into the nature and sufficiency of the internal 
check and internal audit work. 

Two forms of working papers covering this part of the audit are given at 
the close of this chapter. The questionnaire is based on one used by a 
prominent firm of accountants for audits of individual companies and 
covers in some detail the system of internal check in use. The question¬ 
naire is a general list of points to be covered in a survey of internal check and 
control. It is unlikely that for any one client each point would be covered 
on each audit. It is a maximum rather than a minimum requirement, and 
an inquiry into each point is not one of those things which the auditor 
omits at his peril. It is, however, a representative example of good prac¬ 
tice in the larger accounting organizations and gives wide scope to the 
judgment and intelligence of the seniors and assistants actually engaged 
in the work. 

The other summary discussed. Summary of Audit Work and Internal 
Check, is not a generalized statement or program like the questionnaire. 
It covers specific work for a specific client. It would differ for every audit. 
For a large company with good internal control and an efficient internal 
audit staff the amount of work done by an auditor would be less than that 
required for a medium-sized company organized as the Ashton Metal 
Products Company is. The nature of the business, as well as the effective¬ 
ness of internal control, would govern in other cases. Beyond the primary 
requirement that no transaction would go without some sort of check, 
there would be as little uniformity between statements of this nature for 
different enterprises as there would be between the enterprises and their 
individual organizations. This summary is prepared particularly to indi¬ 
cate that all the work which should be covered has been covered for the 
entire consolidated enterprise, and who is responsible for it, especially the 
division of work between the independent auditor, the internal auditor, 
and the officials concerned with the internal check. Such a statement 
could be further supported by a detailed questionnaire filled in for each of 
the constituent companies. 

While the two forms given are merely suggestive, they are examples of 
current practice and show how this part of the work can be covered sys- 
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tematically and in a fonn which facilitates easy reference. Extended 
notes in narrative form are not easy to follow, and it is difficult to check 
from several pages of narrative notes whether or not all the features of the 
operations are adequately covered. 

No rule can be given under which the auditor can determine the extent 
to which, in any given circumstances, he may rely on the system of internal 
check or the internal audit staff of his client. Ordinarily, the independent 
auditor gives careful attention to the determination of the propriety of 
charges to fixed assets and the adequacy of the depreciation charge, the 
verification of investments and marketable securities, the determination of 
the adequacy of reserves for bad debts, the verification of changes in capi¬ 
tal, and the propriety of the various bases of asset valuation and their 
statement. Frequently left to the internal auditors are the detailed audit 
of cash receipts and disbursements and payrolls, the detailed checking of 
accounts payable vouchers, the detailed checking of accounts receivable, 
and detailed check of stores and inventory records. However, the distri¬ 
bution of responsibility between the independent and the internal auditor 
is by no means uniform or consistent in different organizations, and the 
extent of the reliance which the independent auditor may place on the work 
of the internal audit staff is determined by its personnel a nd by the attitude 
of the management toward its work. 

The principal consideration in the preparation of working papers cover¬ 
ing the adequacy of the internal audit and internal check is to see that a 
comprehensive, clear, logically arranged, and well-referenced statement is 
made that indicates the extent to which the independent auditor has ex¬ 
amined into the company's system, the extent to which he is satisfied that 
it is adequate, and the grounds on which he bases any conclusion that the 
system is in any respect incomplete or unsatisfactory. 

EXAMPLE OF QUESTIONNAIRE FOR EVALUATION OF INTERNAL CONTROL* 

Petty Cash Funds 

1. Is the imprest fund system used? 

2. Is responsibility for each fund vested in only one person? 

3. Is the custodian independent of the cashier or other employees who 
handle remittances from customers and other receipts? 

4. Are the accounting records inaccessible to the custodian? 

5. Does the custodian obtain a formal voucher for all disbursements 
made from the fund? 

* The questionnaire had columns at the left of the questions in which to record the 
answers. These columns were headed Yes, No, and Inapplicable. At the bottom of 
each page of the questionnaire, appropriate space was provided for the signature or 
initials of the persons preparing and reviewing the answers, and for the date the record 
was made. The columns and the space for date and signatures have been omitted. 
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6. Are such vouchers executed in ink or otherwise in such manner as to 
make alterations difficult? 

7. Are the amounts of such vouchers spelled as well as written in 
numerals? 

8. Are the vouchers approved by a department head or some equivalent 
employee? 

9. Are checks for reimbursement made out to the order of the custodian? 

10. Are reimbursement vouchers and attachments canceled at, or im¬ 
mediately following, the signing of the reimbursing check, so that they can¬ 
not be misused thereafter? 

11. Are funds audited by frequent and surprise counts by an internal 
auditor or other independent person? 

12. If the imprest fund is represented in whole or in part by bank ac¬ 
count, has the bank been notified that no checks payable to the company 
should be accepted for deposit? 

13. Are petty cash funds restricted as to 

a. amount not exceeding requirements for disbursements for a 
period of two weeks or less, and 

b, expenditures of a petty nature not exceeding a certain fixed 
amount? 

14. Does control over cash checks appear adequate? 

15. Is there an adequate internal audit of reimbursement vouchers and 
attachments before reimbursement is made? 

Cash Receipts 

1. If cash registers, counter sales slips, collectors' receipts, etc., function 
as proofs of cash receipts, are such proofs checked by an employee inde¬ 
pendent of the cashier? 

2. Is the mail opened by someone other than cashier or accounts re¬ 
ceivable bookkeeper? 

3. Does the person opening the mail prepare a record of the money and 
checks received? Is this record given to someone other than the cashier 
for independent verification of the amount recorded and deposited? (See 
item 7a.) 

4. Are each day's receipts deposited intact and without delay? $ 

5. Does someone other than the cashier make the bank deposit? 

6. If so, are the duties of that person divorced from customers' ledgers? 

7. Is a duplicate deposit ticket, after authentication by the bank, re¬ 
ceived by an employee independent of the cashier and of the person who 
makes the deposits? Are such authenticated deposit tickets compared 
with 

а. the record of incoming remittances? 

б. the cashbook? 
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8. Are deposits or collection items subsequently charged back by the 
bank (because of insufficient funds, etc.) delivered directly to an employee 
other than the cashier? 

9. Are negotiable assets other than currency, checks, or drafts in the 
custody of an employee independent of the cashier? 

10. Is the cashier responsible for cash receipts from the time they are 
received in his office until they are deposited in the bank? 

11. Are all bank accounts authorized by the board of directors? 

12. Where branch offices make collections, are such collections deposited 
locally in a bank account subject only to home-office withdrawal? 

13. Is the receipt of currency, as opposed to checks or drafts, relatively 
insignificant? 

14. Are unsatisfactory remittances from customers (^.e., those drawn 
with excessive discount deductions, etc.) under adequate control if not de¬ 
posited promptly? 

15. Is it difficult for the cashier to obtain access to customers^ ledgers 
and monthly statements? 


Cash Disbursements 

1. Are checks prenumbered? 

2. Are voided checks kept and filed? 

3. Is the sequence of check numbers accounted for by whoever recon¬ 
ciles bank balances? 

4. Is a check protector used? 

6. Is a check register prepared simultaneously with the preparation of 
the check by mechanical device? 

6. Are authorized signatures limited to employees who have no access to 

а. accounting records? 

б. cash receipts? 

c. petty cash funds? 

7. Is the signing or countersigning of checks in advance prohibited? 

8. Is the practice of drawing checks to Cash prohibited. 

9. Are transfers from one bank to another under accounting control? 

10. Are bank reconciliations made by someone who had nothing to do 
with the cash procedures, including the signing of checks? 

11. Does that employee obtain the bank statements directly from the 
banks? 

12. Is the practice of examining paid checks for date, name, cancellations, 
and endorsements followed by those reconciling bank accounts? 

13. Do supporting data accompany checks when they are submitted 
for signature? (See Purchases and Expenses, item 13.) 

14. Where a mechanical check signer is used, is the signature die under 
adequate control? 
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15. Are vouchers and supporting data efifectively canceled to prevent 
subsequent misuse? 


Notes Receivable 

1. Does the client periodically confirm notes with customers? 

2. Are notes and renewals authorized by a responsible executive? 

3. Is the custodian of notes independent of the cashier and book¬ 
keepers? 

4. Is negotiable collateral, if any, in the custody of an employee other 
than 

a. cashier? 

h, one who maintains applicable accounting records? 

5. Are details periodically reconciled with control? 

Accounts Receivable 

1. Are accounts independently confirmed with customer by clients’ 
personnel? 

2. Are the accounts aged periodically for review? 

3. Are disputed items handled by someone other than accounts receiv¬ 
able bookkeepers? 

4. Are write-offs of bad debts and adjustment credits approved by an 
officer? 

5. Are credit memorandums approved by proper authority? Are they 
under numerical control? 

6. Is approval of credit department a prerequisite to payment of 
customer credit balances? 

7. Are monthly statements sent to all customers? 

8. Are statements independently checked to accounts and kept under 
control to ensure their being mailed by someone other than the accounts 
receivable bookkeeper? 

9. Are customer accounts regularly balanced with control? 

10. Are delinquent accounts periodically reviewed by an officer? 

11. Are the duties of the accounts receivable bookkeeper separate from 
any cash functions? 

12. If there is more than one accounts receivable bookkeeper are 

the account sections for which they are responsible changed from time to 
time? ^ 

13. Are cash postings made simultaneously with the posting of the cash 
receipts records by means of a machine bookkeeping device? 

14. Are allowances for discounts in violation of regular terms of sale 
specifically authorized by a responsible official? 

15. Is the collection department independent of and does it constitute a 
check on accounts receivable bookkeepers? 
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16. Is the management of the credit department completely divorced 
from the sales department? 

17. Is proper control exercised over bad debts after they have been 
written ofiF? 


Inventories 

L Are perpetual-inventory records maintained with respect to the fol¬ 
lowing classes of inventories: 

a. raw materials and supplies? 

b. work in process? 

c. finished stock? 

2. Are all material purchases delivered to central stores (as opposed to 
direct delivery to production units)? 

3. If so, are the stores records maintained by employees functionally 
independent of the stores keepers? 

4. Are perpetual-inventory records checked by physical inventories at 
least once each year? 

5. Are such physical counts taken by employees independent of 

а. stores keepers? 

б. those responsible for maintaining perpetual records? 

6. Is there written approval by a responsible employee of adjustments 
made to perpetual records based upon physical inventories? 

7. Does the system include provision for periodical reporting to respon¬ 
sible employee of 

а. slow-moving items? 

б. obsolete items? 

c. overstocks? 

8. Are the following classes of inventories under accounting control: 

a. consignments? 

b. materials in hands of suppliers, processors, etc.? 

c. materials or merchandise in warehouses? 

d. merchandise shipped on memorandum? 

9. Is merchandise on hand which is not the property of client (customers' 
merchandise, consignments-in, etc.) physically segregated and under 
accounting control? 

10. As to year-end inventories, 

а. are written instructions prepared for guidance of participating 
employees? 

б. are the following steps double-checked: 

Quantity determinations? 

Summarization of quantities? 

Unit conversions? 
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Prices used? 

Extensions? 

Additions? 

Summarizations of detailed sheets? 

Investment Securities 

1. Are securities kept under lock and key? 

2. Are they kept in a safe-deposit vault? 

3. Is it necessary for more than one person to be present to open the box 
and are such persons independent of record keeping? 

4. Are securities periodically inspected? 

5. Are securities in the name of the company? 

6. Is a record kept by the accounting department of each security, in¬ 
cluding certificate numbers? 

7. Are purchases and sales authorized by 

a. an officer? 

6. the board of directors? 

8. Are securities held for others or as collateral properly recorded and 
segregated? 

9. Are securities which have been written off or for which a full reserve 
has been provided followed up as to possible realizability? 

Property, Plant, and Equipment 

1. Are plant ledgers maintained? 

2. Are they balanced at least annually with general ledger controls? 

3. Are capital expenditures preauthorized by the board of directors or 
some authoritative management group? 

4. If so, are actual expenditures later compared with the authorized 
estimates? 

5. If capital expenditures are not preauthorized, are actual expenditures 
approved by the board of directors or one or more officers? 

6. Is approval necessary to scrap items? 

7. Does the client 

o. take periodic inventory of plant items? 

b. have periodic appraisals made for insurance purposes? 

8. Does client have a well-defined policy to govern accounting for capi¬ 
tal additions as opposed to maintenance and repairs? 

9. Are retirements reported in a routine manner which provides reason¬ 
able assurance that they will be treated properly in the accounts? 

10. Is control of scrapped items maintained to ensure reporting of sales 
thereof? 

11. Is a satisfactory system in effect for the safeguarding of small tools? 
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Notes Payable 

1. Are borrowings authorized by the board of directors? 

2. Are the banks from which funds may be borrowed specifically men¬ 
tioned in the minutes? 

3. Are the officers empowered to borrow specifically named in the 
minutes? 


Accounts Payable 

1. Is the voucher register (or accounts payable ledger) regularly recon¬ 
ciled with the general ledger control? 

2. Are statements from vendors regularly compared with recorded liabil¬ 
ities? 

3. Are adjustments of recorded accounts payable required to be sup¬ 
ported by executive approval? 

4. Are debit balances handled by the credit department? 

Capital Stock, Etc. 

1. Does client employ an independent registrar and transfer agents? 

2. If not, 

а. are unissued certificates and stock certificate stubs in the custody 
of an officer? 

б. are surrendered certificates effectively canceled? 

3. Does the client employ independent dividend paying agents? 

4. If the answer to question 3 is No, is proper control apparently exer¬ 
cised in preparing, mailing, and accounting for unclaimed dividend checks? 

Sales 

1. Before acceptance, are customers' orders subjected to review and 
approval 

a. by sales or order department? 

&. by credit department? 

2. Are shipping advices prenumbered? 

3. Are invoices checked for accuracy of 

а. quantities billed? 

б. prices used? 

c. extensions? 

d. terms? 

4. Are they compared with the customers' orders? 

5. Are returned items cleared through the receiving department? 

6. Are invoices summarized and classified by a department other than 
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the accounting department in a manner to provide a check on recorded 
sales? 

7. Are the following classes of sales cleared and recorded in the same 
manner as sales to customers: 

a, sales to employees? 

h, scrap and waste sales? 

c. sales of equipment? 

d. c.o.d. sales? 

e. cash sales? 

8. Can units of sales be correlated with purchases (or production) and 
inventories? 

9. Is there an adequate check on freight allowances? 

Purchases and Expenses 

1. Does the client have a purchasing department? If so is it divorced 
from 

a. the accounting function? 

h, the receiving function? 

c. the shipping function? 

2. Are all purchases made on purchase orders? 

3. Are the purchase orders prenumbered? 

4. Does a copy of the receiving report go directly to the accounting 
department? 

5. Are receiving tickets prenumbered and is a permanent record kept in 
the receiving department? 

6. Are returned purchases cleared through the shipping department? 

7. Are invoices checked in the accounting department against 

a, purchase orders? 

b, receiving reports? 

c, inspection reports? 

8. Is there a definite responsibility (supported by evidence) for checking 
invoices as to 

a. prices? 

b. extensions? 

c. freight charges? 

9. Are purchases made for employees cleared through the purchasing 
department in ^routine manner? 

10. Are vouchers prepared for all purchase and expense items? 

11. Are distributions established by responsible employees? 

12. Are distributions reviewed at or prior to the time vouchers are ap¬ 
proved or paid? 
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13. Are vouchers for purchases and expenses examined by a responsible 
officer or employee to ascertain completeness of attachments and various 
required approvals? 

14. Is postage metered? 


Payrolls 

1. Is preparation of the payroll distributed among a number of em¬ 
ployees? 

2. Are the duties of those preparing the payroll rotated? 

3. Are clerical operations in preparation of payrolls double-checked 
before payment? 

4. Is time record made on time clocks? 

5. Are all changes in rates, additions, and dismissals authorized? 

6. Are time tickets checked to or compared with 

a, production schedules? 

b. payroll distribution? 

7. Do foremen sign the weekly payroll sheets? 

8. Are employees paid by check? 

9. If the answer to question 8 is Yes, are the checks prenumbered? 

10. Are payroll checks signed by employees who do not participate in 

a. preparation of the payroll? 

b. custodianship of cash funds? 

c. maintenance of accounting records? 

11. Are payroll disbursements made from an imprest bank account re¬ 
stricted to that purpose? 

12. Are checks written on machines with automatic totals? 

13. Are receipts obtained from employees? 

14. Does client have an independent pay agent (e.g., armored car or 
other service)? 

15. If not, 

a. are paymasters rotated at varying intervals? 

b. are paymasters’ functions independent of payroll preparation? 

c. is the paymaster accompanied by a person who has nothing to do 
with the preparation of payroll? 

16. Are salary rolls and special payroll items (i.e., advances, etc.) sub¬ 
jected to the same critical routine as regular payments? 

17. Are reconciliations of payroll bank accounts made by employees 
whose duties are unrelated to the payroll department? 

18. Does the procedure followed when reconciling payroll bank ac¬ 
counts include the checking of names on payroll checks against payroll 
records and the examination of endorsements on checks? 

19. Is proper control exercised over back pay and unclaimed wages? 
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General 

1. Do our records include a chart of the client^s organization? 

2. Is it up to date? 

3. Are officers' and employees' duties reasonably fixed as to responsi^ 
bility? 

4. Are accounting manuals in use? 

5. Is the accounting department function completely divorced from 

а. sales? 

б. manufacturing? 

c. purchasing? 

d. cash receipts and disbursements? 

e. insurance? 

6. Does the client have 

a. a controller? 

b. an internal auditor? 

7. Do we review 

а. the program of the internal auditor? 

б. the reports of the internal auditor? 

8. Are employees' duties rotated? 

9. Are all employees required to take vacations? 

10. Are all employees in positions of trust bonded? 

11. Are the amounts of the bonds, as listed in our working papers, ap¬ 
parently adequate? 

12. Are known relatives so employed as to make collusion improbable? 

13. Are the books of account apparently 

a. adequate for the business? 

b. kept up to date? 

c. balanced at least monthly? 

14. Do internal reports to the operating management appear to be ade¬ 
quate to bring to light abnormal financial figures and other discrepancies? 

15. Are expenses and costs under budgetary control? 

16. Does some responsible employee periodically review insurance 
coverage? 

17. Are journal vouchers approved by a responsible employee? 

18. Are journal vouchers or entries in journal adequately explained or 
supported by substantiating data? 

19. Does acG(»unting control exercised over branch operations appear 
to be adequate? 

20. Are any of the officials also executives of other business enterprises 
(other than known affiliates) with which the client does business? 

21. Are there any bank accounts in the name of the corporation or em¬ 
ployees' associations which are not recorded on the books? 
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All cash counted by 
internal auditors at 
audit dates. All but 
sales agencies count¬ 
ed by Kean, Swift & 
Co. at or after close 
of year. 

Internal auditors re¬ 
concile at date of 
their audits. 

Six months per year. 

Three months per year. 

Fulton 

Railway 

Co. 

1 

June- 
Dee. ’46 
Jan. 31, ’47 
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Nov. ’46 
Dec. 15. ’46 
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Co. 
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June ’46 
Aug. 1, ’46 
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Jan. 31. ’47 
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Brooke 

Sales 

Co. 

Apr.- 
Nov. ’46 
Dec. 15, ’46 

K 

K 

K 

KI 

K 

KI 

K 

K 

I 

C 

I 

I 

Ashton 

Metal 

Products 

Co. 

June- 
Dee. ’46 
Jan. 31. ’47 

K 

K 

K 

KI 

K 

KI 

K 

K 

I 

C 

I 

I 

Internal 
check by 
company 
officials 

o 

Internal 

auditors 

I 

I 

I 

I 

I 

I 

I 

Kean, Swift 
& Co., 
Certified 
Public 
Accountants 

Mhd MM MM MM 


Internal Audit: 

Period covered by latest audit re¬ 
port (all previous periods covered) 

Date of internal audit report. 

General Ledger Trial Balance: 

Checked with General Ledger. 

Entered on classification of accounts 
Minutes or Directors and Stock¬ 
holders Meetings: 

Read and notes and extracts made.. 
Cash: 

Cash on hand counted. 

Certificates from depositories re¬ 
ceived . 

Balance reconciled. 

Checks outstanding at end of period 

verified. 

Deposits per bank proved in total 

with receipts per cashbook. 

Cashbook footings checked. 

Lists of checks received prepared by 
Treasurer’s office compared with 

deposits. 

General Ledger postings checked... 
Accounts Receivable postings 
checked. 













Notes Receivable: 

Postings of Notes Receivable Book 

checked to General Ledger.. 

Postings of Notes Receivable Book 
checked to Accounts Receivable 
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Prepared by Com 
pany; checked b] 
Kean, Swift & Co. 

Prepared by Com 
pany; checked bj 
Kean, Swift & Co. 

Fulton 

Railway 

Co. 

g g M W M 

Ednor 

Metal 

Machinery 

Co. 

t 


Dalton 

Metal 

Products 

Co. 

g g M MM Mbi blbiM M bs 

Coles 

Manufac¬ 

turing 

Co. 

bjggw WMMMbJ 

Brooke 

Sales 

Co. 


Ashton 

Metal 

Products 

Co. 

g g bi Mb) MMM MMM M 

Internal 
check by 
company 
officials 

U O 

Internal 

auditors 


Kean, Swift 
&Co., 
Certified 
Public 
Accountants 

* MM MM MM M MM MMM M M 


Authority for credits and discounts 

checked. 

Accounts Recdvable from officers 
and employees listed. 

Accounts Receivable from affiliated 
companies listed. 

Adequacy of reserve tested. 

Markitablb Sbcuritiks and In- 
YKsniBNTa: 

Ccnnplete list prepared. 

Securities on hand counted. 

Securities held for safekeeping veri¬ 
fied by certificate from desposi- 

tories. 

Purchases and sales, and profits and 
losses on sales of securities checked 
Income from securities checked.... 
Invsntories: 

Physical inventory observed Octo¬ 
ber 30, 1946 (Ashton, Dec. 31, 

1946). 

Items observed checked with records 

Differences reconciled. 

Perpetual inventories of Oct. 30, 
1946 reconciled with inventories 

of Dec. 31, 1946. 

Certificates as to quantity, quality, 
and condition received from re¬ 
sponsible officials. 
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CHAPTER III 


CLASSIFICATION OF TRIAL BALANCES FOR PREPARATION OF 
REPORTS AND STATEMENTS 

Methods of Classif3ring Trial Balances 

The problem of preparing accounting statements from trial balances is 
essentially a question of analysis, classification, and adjustment. Two 
mechanical methods are commonly in use to arrive at this result. In one, 
columns are provided for the trial balance, for adjustments, and for 
balance sheet, income account, and surplus account. This method is 
recommended principally by its established use and its wide acceptance, 
particularly in textbooks and by schools. When the problems to be solved 
are comparatively simple and when the trial balances are well grouped into 
balance sheet classifications, this method is a practical one. It is of value 
in the solution of simple accounting problems designed to illustrate a few 
specific points; as a method for stating completed results it has much in its 
favor (see pages 45, 46, and 47 of Report on Audit, Chap. XII). 

Its usefulness diminishes, however, as the accounts and problems in¬ 
crease in complexity. When several ledger accounts are to be grouped 
under one balance sheet classification, or when one ledger account is to be 
divided among several balance sheet classifications, the method becomes 
difficult and awkward in the extreme. If there are numerous adjust¬ 
ments, particularly when these adjustments take the form of compound 
journal entries, confusion results from the use of the vertical adjustment 
column. 

In the preparation of consolidated accounts, unless each trial balance has 
been adjusted finally before entry on the summary sheet (a condition that 
seldom exists), this method is quite impracticable. If a number of adjust¬ 
ments, which will later be applied back to individual companies, are neces¬ 
sary, much confusion will be caused. The addition of these entries to the 
totals of the trial balance items, arrived at by adding these horizontally, 
will be further complicated by the application of the usual consolidation 
entries for elimination, minority interests, and the like. Delay is always 
possible from failure to strike a balance. 

In the preparation of statements and reports, including tax returns, and 
in the application of adjustments to the actual financial books, it is neces^ 

se 
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'sary to know which entries are book entries and which are consolidated 
adjustments not placed on any books. It is also necessary to know to 
which particular corporation the entries apply. If the accounts are at all 
complicated, a good deal of analysis will be required to obtain this informa¬ 
tion and to make these distinctions. Examples given in the pages that 
follow show both the value and the weakness of this method. 

For the complete accounts forming the principal example of the prepara¬ 
tion of working papers, there has been used what might be called the 
“horizontaP’ method of distribution. This method provides one colunrn 
for the trial balance and columns for each individual balance sheet classi¬ 
fication on one statement and for each income account classification on 
another. This statement acts as a link between the financial books and 
the statements. Each item in the trial balance, the nature of which is not 
entirely obvious on its face, is supported by and refers to a schedule show¬ 
ing its composition and character. 

From this type of schedule, classification in the balance sheet or income 
account is determined. These statements perform the analytical function 
of the papers. After the trial balance is distributed, the statement is ruled 
off and each column is totaled. At this point if no adjustment is required 
the figures are the same as those appearing in the balance sheet and income 
account. When adjusting entries are necessary, they are made in the 
various columns, the ledger accounts affected being indicated in the ex¬ 
planation of the entries (see Classification of Accounts, Chaps. XI, XII, 
and XIII). 

As only one adjusting entry is placed on one line, each entry is self¬ 
balancing and its component parts are clearly evident. A compound 
entry with ten credits and one debit presents no more difficulty than a 
simple entry of two items. Each column is, in effect, a summary of the 
accounts making up that item, although in some cases it is desirable to 
resummarize these in greater detail for other purposes. 

It is obvious that if an incomplete trial balance is presented to the ac¬ 
countant, he can carry his work to the point to which the trial balance has 
been brought and add, mthout difficulty, the entries made subsequently. 
This feature is of great importance in the preparation of consolidated ac¬ 
counts, since if the accounts of, say, two-thirds of the constituent com¬ 
panies are received, an accountant can complete his work on them and 
balance up to that point. Each set of accounts subsequently received can 
be totaled and balanced within a few hours. By this method it is quite pos¬ 
sible to prepare complete consolidated accounts, with all proper adjust¬ 
ments and eliminations applied, within a few hours or, at most, one or two 
days after the trial balance of the last constituent company is received 
(see Chap. XIII). 
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Under other methods of preparing consolidated accounts it is difficult to 
keep the papers in balance currently. In addition, valuable time is often 
lost when it can least be spared and when delay is most annoying to the 
client and most damaging to the accountant, i.c., when the accounts are 
being closed. 

Standardization of Working Papers 

Any attempt to standardize programs or methods is almost sure to fail. 
If such an attempt were successful, it would probably lead to the prepara¬ 
tion of much useless material and to the omission of something valuable. 
It is quite practicable and desirable, however, to adopt customary forms for 
the preparation of working papers, particularly a schedule which sets forth 
the trial balance and distributes this to the various balance sheet, income, 
and surplus account headings to which additional or adjusting entries 
are applied. 

In essence, all trial balances are the same—a list of debit and credit 
balances of accounts. Whether this consists of a large number of highly 
analyzed accounts or a small number of accounts containing many items 
grouped together, the problems of classification in the statements are the 
same and the method of scheduling follows the same principles. 

If all working papers are prepared by the same method, it is much easier 
for an assistant taking over an audit for the first time to follow the previous 
papers, as he knows where to look for particular types and classes of items 
and has a fair idea of how they will be presented. In some offices it is the 
custom to have different forms for preparing accounts for different com¬ 
panies, on the ground that one company may involve a complicated con¬ 
solidation, another may be a very simple trading organization, and another 
may be the accounts of an estate or trust. There is no valid reason why 
any piece of work based on a trial balance, and this certainly includes 
practically all accounting statements, should not be prepared in the same 
form and by the same methods. In Chap. XI are shown examples of the 
same method of stating and classifying the trial balance applied to ac¬ 
counts of 

A service organization 

A simple trading company 

A trust estate 

These types of organization are sufficiently varied to illustrate the general 
applicability of a sound method of preparing statements from a trial 
balance. Much the same uniformity is possible in preparing schedules sup¬ 
porting the individual items. For instance, notes payable by a manu¬ 
facturing company, a hospital, or a department store may be scheduled in 
an identical manner. 
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While standardization of forms seems desirable, it should be understood 
that no rigidity of form is suggested or expected. Indeed, its flexibility 
is the chief advantage of a standard form. The common vertical or ‘‘six- 
column statement” cannot be used as a standard form because of its in¬ 
flexibility. 

The Classification of Accounts or Classified Trial Balance as the Basis of 

All Accounting Reports and Statements 

The second chart in Chap. XII, page 319, shows the relation between the 
client^s records and the various statements prepared from them. 

The classified trial balance or classification of accounts is the key to all 
the accounting statements. The schedules support the classification of 
accounts and from the classification of accounts are prepared detailed re¬ 
ports, summary statements, statements for stockholders, statements for the 
Securities and Exchange Commission, and statements required for any 
other purpose. 

It is generally best to plan the classification of accounts to produce 
directly the simplest statement. The totals of the classification of ac¬ 
counts can then be adjusted to produce the other statements required. This 
process of adjustment automatically leads to a reconciliation between the 
classification of accounts and the statement, and the classification of ac¬ 
counts is, itself, a reconciliation of the books and the figures used in the 
statements. 

If all the adjustments made on the classification of accounts are to be 
made on the books, a trial balance after such entries are made can be 
drawn off, distributed, and checked with the preliminary classification of 
accounts. If the totals of the final classification of accounts agree with the 
adjusted preliminary classification, this is a proof that all adjusting entries 
have been placed on the books. The summary of consolidated adjust¬ 
ments forms, in effect, a ledger to which are posted entries having to do with 
the consolidated accounts only, such as entries for minority interest, elim¬ 
ination of capital stock of subsidiaries, elimination of intercompany profit, 
elimination of intercompany accounts receivable and payable, and the like. 

In consolidations of any size or complexity it is generally best to keep a 
separate summary of these adjustments and apply totals only to the con¬ 
solidated classification of accoimts. 

Detailed sch^ules are shown in this book only for the principal company 
of the consolidation used as an example, the Ashton Metal Products Co., 
although classifications of accounts are shown for the other subsidiaries 
and the consolidated summaries and adjustments cover the accounts 
of all companies in the consolidation. 

In order to make clear the method used in preparing schedules and the 
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purpose for which they are prepared, it has been thought desirable to in¬ 
clude copies of the statements and reports that would be prepared from 
them. These are not, perhaps, strictly working papers but it is difficult 
to understand exactly why schedules are prepared in a particular manner 
unless statements showing the use for which they are designed are given. 

Statement of Sources and Disposition of Funds 

The statement of sources and disposition of funds is different in form and 
purpose from either the balance sheet or the income account. Its use is to 
be encouraged and it is to be hoped that this form of statement will be more 
frequently demanded by banks, credit men, and other credit grantors. A 
summary of cash transactions is required by the Securities and Exchange 
Commission for companies still in the development stage which are reg¬ 
istered on a securities exchange or which are making public issues, but this 
or similar statements are seldom published or circulated beyond the client's 
own organization. 

The function of the income account is to state \vhat profits have been 
earned and placed at the disposal of the management during a period. The 
function of the statement of sources and disposition of funds is to show the 
uses to which management has put the funds represented by the profits. 

The use of this statement in reports to the owners or managers of an 
enterprise is becoming more and more frequent. It is often regarded by 
practical men, who are unfamiliar with accounting practices and conven¬ 
tions, as being more concise and understandable than the usual forms of 
accounting statements. 

The statement shown on page 4 of the Report on Audit, Chap. XII, 
can be prepared in several different ways: as an explanation of the change 
in cash balances, the change in current assets, or the change in total assets. 
In any case the papers supporting this statement will be the same. They 
will consist essentially of a comparative balance sheet, a column showing 
the differences between the beginning and end of the period, and the segre¬ 
gation of these differences as between items representing the receipt or 
payment of cash and those having to do with the increase or exhaustion of 
various^assets with no immediate outlay or receipt of cash involved (see 
schedule, page 365). In dra^ving the distinction between those items 
which involve the sources or disposition of funds and those which do not, 
the actual disbursement is not as a rule the governing factor, but if the dis¬ 
bursement or receipt is to take place very shortly in the ordinary course 
of business, it is considered as a cash transaction. For instance, if inven¬ 
tory increased, say, $100,000 and there appeared an increase of $75,000 
liabilities to suppliers of material, this statement would generally show 
$100,000 as an added investmmt of cash in inventories and the $75,000 as 
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funds supplied by creditors, although in fact the completion of this transac¬ 
tion would take place after the close of the year and the actual cash in¬ 
crease in inventories would be only $25,000 at the close of the period. 

The same is true of accounts receivable and similar items. If, however, 
an addition of $100,000 were made in the year to plant and equipment to 
be written off over a period of ten years, the amount of $100,000 would be 
shown as funds disbursed for a fixed asset, even though the payment were 
actually made after the close of the year. In the following years, the 
portion of the machinery represented by the $100,000 which was written 
off would not be considered as a cash outlay. In other words, this state¬ 
ment does not deal with cash in the manner of a cash account or bank 
statement, but deals with funds, and these funds, if they are quickly 
available or shortly due to be paid, are treated as though they were in fact 
so received or paid at the date of the statement. 

A statement of sources and disposition of funds on any other basis would 
be most difficult to prepare, and the very refinements involved in an at¬ 
tempt to reduce everything to actual cash would make the statement mis¬ 
leading as well as uninformative to the management of the enterprise. If 
the preparation of such a statement is proposed, working papers, par¬ 
ticularly summaries of balance sheet items (see schedules, pages 338 to 356), 
should be made up with this in mind. From the beginning of the audit, 
careful distinction should be made between items which will enter into the 
statement of sources and disposition of funds and those which will not. 
This consideration is particularly important in summaries of fixed assets 
and deferred charges. The statement of sources and disposition of funds 
should not in any way be confused with statements supporting the item 
cash as shown on the balance sheet, or with schedules having to do with 
any analysis or proof of the cash account for audit purposes. 

Schedules and Reports Used As Examples 

In Chaps. XI, XII, XIII, and XVI are given the details of the make-up 
and use of the various working papers and schedules, together with a de¬ 
scription of the methods by which they are supported and articulated with 
each other. Chapter XI on Working Papers for an Individual Company 
describes the classification of accounts and supporting schedules for Ashton 
Metal Products Co., the operating parent of the consolidated group de¬ 
scribed in Chalf XII, as well as classifications of accounts for the Fulton 
Railway Co., a subsidiary, and for two other companies, the Cool-Aire 
Service Corp. and the Sellburk Mercantile Co. (a partnership), and for the 
Estate of Hugh Wynne. 

Consolidated Reports and Working Papers describes the consolidated 
classification of accounts, consolidated adjustments, and the consolidated 
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summary of accounts. An example of a comprehensive report to manage¬ 
ment on the accounts of the Ashtoa Metal Products Co. is shown. The 
content and preparation of Form lOK, the annual report as prescribed by 
the Securities and Exchange Commission covering the shares of the Ashton 
Metal Products Co. on a registered stock exchange, is also shown. 

While these are only examples, it is believed they cover many situations 
generally m^t in the average audit. Certain types of enterprises, particu¬ 
larly financial institutions such as banks, brokerage houses, and insurance 
companies, are not covered, as their problems are of a special kind, al¬ 
though even in these cases certain of the methods here illustrated might be 
used. 



CHAPTER IV 


ACCOUNTS AND NOTES RECEIVABLE AND CASH 


(All matter in boldface roman type is quoted from the American- Institute 
of Accountants bulletin, ‘‘Examination of Financial Statements by Inde¬ 
pendent Public Accountants,^' January, 1936. All matter in boldface 
italic type is quoted from Statements on Auditing Procedure issued by the 
Committee on Auditing Procedure of the American Institute of Account¬ 
ants, which modify or amplify the bulletin. The number of the statement 
precedes the quotation.) 

The publication of Statement No. 1 in October, 1939, by the Committee 
on Auditing Procedure of the American Institute of Accountants marked 
a great and decisive change in the audit of accounts receivable. The 
auditor's responsibility was increased. New procedures were prescribed. 
What had been looked upon previously as a special procedure in specific 
types of enterprises or as a measure to be employed in an emergency became 
standard practice. Confirmation of accounts receivable by direct com¬ 
munication with the debtors was a required audit procedure and its omis¬ 
sion, for no matter what reason, however compelling or persuasive, was 
necessarily the subject of disclosure in the auditor's report. 

Auditors and their clients are by now well accustomed to this change. 
The increased fees required have been absorbed and the organization 
necessary, both for client and auditor, has been set up and is generally 
working satisfactorily. 

Much has been written on the theory and methods of accounts re¬ 
ceivable confirmation. The auditor should familiarize himself with this 
material because it bears directly on what will, in all probability, be an 
important part of his work. In this chapter, however, the principle that 
has guided the preparation of this book throughout will be followed: the 
pronouncements of the American Institute of Accountants will be taken as 
indicating recognized procedure. Schedules and other working papers will 
be shown to incj^ate the simplest and most satisfactory means of meeting 
these requirements. 

While the author is in agreement with the requirements, no attempt will 
be made to explain, defend, or justify them, as that is the function of a 
treatise on auditing, rather than a manual designed primarily as a guide 
to the preparation of adequate working papers. The statements of the 
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Committee on Auditing Procedure indicate the Committee’s views, for 
instance, on the different situations where positive or negative confirma¬ 
tions may properly be used. The various articles written by eminent 
practitioners are ,a guide to the extent and coverage of a satisfactory 
sample of accounts to be confirmed. 

Nothing in the statements of the Committee on Auditing Procedure 
indicates that any of the tests of accounts receivable other than confirma¬ 
tion may be omitted or that other controls may be relaxed. Where con¬ 
firmation is impracticable it is mandatory for the auditor to satisfy himself 
by other means. 

Two approaches are made, therefore, to the preparation of working 
papers for the audit of accounts receivable: first, that in which all parts of 
the audit of this asset except confirmation are covered and second, papers 
having to do with confirmation. 

WORKING PAPERS FOR AUDIT OF ACCOUNTS RECEIVABLE OTHER THAN 
BY DIRECT COMMUNICATION WITH DEBTORS 

In this discussion of the verification of receivables and cash it is assumed 
that much of the detail work is done by the independent auditor. How¬ 
ever, in a well-organized enterprise of some magnitude it is quite likely that 
a large part of the verification outlined may be carried out by internal check 
or by the internal audit staff. In that case the auditor would not dupli¬ 
cate the detail work already done but would satisfy himself that the system 
was designed to provide the safeguards necessary and that it was being ef¬ 
fectively carried out. Therefore, before attempting the verification of 
these assets, it is necessary for the independent auditor to familiarize him¬ 
self thoroughly with the general organization of the departments con¬ 
cerned with them and especially with the accounting methods in use. An 
example of the distribution of work between the independent and the in¬ 
ternal auditor is given in Summary of Audit Work and Internal Check, 
Chap. II, pages 28 to 35. 

1. Obtain lists of customers’ balances open at the end of the period, 
with the amounts classified according to age. Foot these lists and com¬ 
pare them in detail with the customers’ accounts in the ledgers. Note 
on the lists any amounts paid since the date of closing.^ 

2. If separate ledgers are kept, reconcile the total of the lists of out¬ 
standing accounts with the controlling account in the general ledger. In 
this reconciliation credit balances in the customers’ ledgers will be offset 
against the total of debit balances but on the balance sheet such credit bal¬ 
ances should be included among the liabilities. (Similarly any debit bal¬ 
ances in the accounts-payable ledgers should be appropriately classified.)^ 

^ Schedules, pp. 179 and 228. > Schedules, pp. 228 and 229. 
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A classified summary of all accounts receivable should be prepared, usu¬ 
ally in comparative form, somewhat as follows (see schedule, page 339): 

1. Trade debtors 

2. Advances to officers and employees 

3. Due from employees on stock subscriptions, etc. 

4. Consignment accounts 

5. Accrued interest, etc., receivable 

6. Payments made in advance on account of contracts for merchandise 

7. Other accounts receivable 

Largely on the basis of this summary the auditor in charge will determine 
whether or not any of the items are of sufficient importance or size to be 
shown separately in the balance sheet. 

If amounts are due from employees on various stock or bond subscrip¬ 
tions, the securities should be counted or the subscription lists inspected, 
and reasonable tests should be made of receipts from employees and of total 
amounts paid and balances due. Whenever round figures are found in 
customers’ accounts (for instance, a charge of $1,000) the amounts should 
be scrutinized carefully, and explanations should be obtained for a sufficient 
number of such items to satisfy the auditor of their correctness or in¬ 
correctness. All credits to accounts receivable from sources other than the 
cashbook should be investigated by the internal auditors, if any are em¬ 
ployed. If internal auditors are not employed, the independent auditor 
should make such an investigation or satisfy himself that these entries are 
satisfactorily safeguarded by the system of internal check and control. 

Customers’ accounts receivable of branch or sales offices should be 
brought into agreement with the home-office ledger. Whether or not the 
auditor will make an actual examination of the accounts of some or all of 
the branch or sales offices will depend largely upon the system of accounting 
in effect and upon other circumstances of the individual case. For the 
purpose of the audit a summary schedule, somewhat as follows, may 
be used: ; 


Summary of Accounts Receivable of Branches 
December 31, 19— 


Branch 

office 

Totals per trial balance sheets 

Balance 

(net) 

per 

branch 

Balance 

(net) 

per 

home 

office 

Over 

or 

under 

(red) 

Mbits 

Credits 

Cur¬ 

rent 

Past 

due 

1 

] 

Em¬ 

ployees 

Cur¬ 

rent 

Em¬ 

ployees 

Accts. 

pay¬ 

able 

• 

$ 

$ 

$ 

$ 

$ 

$ 

$ 

$ 

$ 
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This schedule may be supported by such detail as the auditor considers 
necessary. All footings of the trial balance sheets should be proved and 
the totals should be checked to the above summary schedule. 

3. Examine the composition of outstanding balances. A customer may 
be making regular payments on his current account while old items, per¬ 
haps in dispute, are carried forward. Discuss disputed items and ac¬ 
counts that are past due with the credit department or with some respon¬ 
sible officer, and make such inquiries as are deemed necessary in order to 
form an opinion of the worth of the accounts and of the sufficiency of the 
reserve for bad and doubtful accounts. In the balance sheet the reserve 
should be shown as a deduction from the corresponding assets.^ 

Schedules should be prepared summarizing the accounts receivable, 
showing total debits, total credits, and net balances, or the net balances 
only, the sum of the net balances agreeing with the controlling account in 
the general or private ledger. When checking the subsidiary trial balances, 
the auditor should mark the accounts of all officers and employees and 
should obtain a separate total for them. If he is not sure about employees, 
he should inquire of the sales ledger bookkeepers. Quite often, particu¬ 
larly in'large concerns, separate ledgers will be kept for employees and 
officers. 

The determination of the adequacy of the reserve for bad debts is gener¬ 
ally one of the more important features of an audit. However, since it is 
essentially concerned with probabilities it must remain to some extent an 
estimate. The best basis for forming such an estimate is an examination 
of the credit files, lists of delinquent accounts prepared for credit or manage¬ 
ment purposes, and any notations on the accounts themselves. In the 
credit department there is generally a list or special file for accounts which 
are bad or very doubtful. While this information may not be volunteered 
by the credit department a little tactful questioning will bring it forth. 

A general examination of the credit terms and customs and methods of 
dealing with customers in a particular company and some familiarity with 
the conditions in the industry in which the company operates will give the 
auditor a basis on which to form his opinion. Claims that particular 
companies can handle their credits more successfully than the average 
enterprise in that industry should be accepted only when the most con¬ 
clusive evidence is offered. The bad debt reserve is intended to cover, 
apart from the risk of actual fraud on the part of the debtor, two risks: 
(1) the possibility that a badly managed or unfortunate business operating 
in an industry that is generally successful may not meet its obligations, and 

^ Schedules, pp. 180 and 230. 

Form lOK, pp. 299, 302, and 305. 
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(2) the risk that conditions in an entire industry may be such that prac¬ 
tically all or many members of that industry will be unable to meet their 
obligations. The first risk may be likened to that covered by ordinary 
fire insurance and the second likened to that covered by insurance against 
a catastrophe. The conditions among manufacturers of radio receiving 
sets in the years immediately following 1929 exemplify catastrophe risk. 
The condition of that industry should have been one of the principal factors 
in determining the reserve required for, say, a furniture manufacturer who 
had large accounts on his books from radio manufacturers for cabinets that 
had been furnished to them. 

Statement No. 4 — March, 1941 

Comprehensive Written Representations Covering 
the Balance Sheet in General 

A comparatively small number of firms, which handle a substantial 
proportion of audit work done by the profession, require comprehensive 
written representations signed by the treasurer, controller or other execu¬ 
tives. 

The following items are covered in the practice of one or more of the 
firms referred to: 

Accounts Receivable 

1. The notes and accounts receivable of the corporations represent valid 
claims against customers and other debtors. 

2. Indebtedness of officers, stockholders and persons directly or in¬ 
directly controlling or controlled by the corporation and persons under 
direct or common control with the corporation is correctly stated in the 
statements. 

3. Accounts receivable in respect of material or merchandise shipped on 
approval or on consignment are so described in the accounts receivable 
records of the corporation. 

4. Accounts receivable hypothecated or assigned are so described in the 
records of the corporation. 

$. The accounts receivable as summarized do not include any charges 
in respect of material or merchandise shipped subsequently to closing 
date. * 

6. The accounts receivable as summarized above are not subject to 
deductions for discounts other than cash discounts not in excess of 2 per 
cent, for allowances in respect of defective material or merchandise, trans¬ 
portation charges, price adjustments, or for any other deductions of similar 
nature except as provided for by the corporation in its reserve accounts. 
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7. All notes and accounts receivable as at the closing date that are 
known to be uncollectible have been charged off as at that date. 

8. in the judgment of the signer of the representation, the amount of 

$ _ provided as a reserve for doubtful notes and accounts is 

adequate to provide for any losses that may be sustained in collecting the 
notes and accounts due from customers and other debtors as at the closing 
date. 

While it is unusual to require representations as comprehensive as those 
described in Statement No. 4 of the Committee on Auditing Procedure, a 
report on the accounts receivable is frequently given to the auditor by the 
credit manager, treasurer, or other responsible official stating that the 
accounts and notes receivable (usually showing the amount in total or 
detail) are good and collectible, that no accounts represent goods included 
in consigned stock or inventory, and that no liens or other claims exist 
against the accounts. If the gross amount of the accounts were included, 
such a certificate w’ould state that the reserve for bad debts was considered 
adequate. 

4. When bad debts have been written off, see that che action has been 
approved by responsible authority.^ 

5. Inquire into the practice regarding the granting of trade discounts 
and so-called cash discounts if greater than two per cent and regarding 
freight allowed by the company. If such prospective allowances have not 
been deducted from accotmts receivable, an appropriate reserve is re¬ 
quired. Make inquiries as to customers’ claims for reduction in prices and 
for allowances on account of defective material in order to ascertain that 
sufficient reserves have been established.^ 

6. Make inquiries to determine that goods consigned to customers or 
agents, or goods under order from customers for future delivery, title to 
which has not yet passed to customers, have not been included in accounts 
receivable. Such merchandise should be carried in the inventory on the 
usual basis *of pricing. 

8. If accounts of a material amotmt, including instalment-sales accounts, 
mature later than one year from the date of the balance sheet they should 
be shown separately tiiereon unless it is impracticable to segregate the 
proportion maturing beyond a year or trade practice warrants a different 
treatment. In that event the balance sheet should carry an explanatory 
note. 

9. Accounts receivable from stockholders, directors, officers and em¬ 
ployees, unless for ordinary and current trade purchases of merchandise, 

1 Schedules, pp. 179 and 230. 

> Schedule, p. 230. 
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should be shown separately on the balance sheet. Deposits as security 
or guarantees and any other extraordinary items should also be shown 
separately.^ 

Other items, which are not trade receivables but which are frequently in¬ 
cluded in the item of accounts receivable in the balance sheet and are 
usually relatively small, are accrued interest receivable (see schedule, page 
177), uncollected matured coupons, officers’ and employees’ balances, and 
similar items. Loans to employees should be approved by an officer of the 
company, while loans to officers should be authorized in the minutes of the 
board of directors. In either case the auditor should ascertain the prob¬ 
able date of payment of the accounts. If these amounts are at all material 
it is good current practice and is required by the Securities and Exchange 
Commission to show them separately in the balance sheet. 

10. Accounts receivable from affiliated concerns, even though arising 
from transactions in the ordinary course of business, should be shown 
separately on the balance sheet. Accounts with affiliated companies may 
be shown as current assets, investments or otherwise as the circtunstances 
justify. They may properly be included as current assets only if the 
debtor company has a satisfactory margin of current assets over current 
liabilities including such accounts.^ 

Amounts owed by affiliated corporations or the accounts with such 
affiliated companies are required by the Securities and Exchange Com¬ 
mission to be shown separately, and this is in agreement with generally 
accepted practice. 

11. The amount of any accotmts receivable that have been hypothe¬ 
cated or assigned should be so shown on the balance sheet. 

If there are large numbers of customers and the customers’ ledgers are 
kept by employees who do not have access to incoming cash or cashiers’ 
records, who do not mail out the monthly statements nor initiate credits 
for returned goods or allowances, a relatively limited test of the individual 
customers’ accounts may suffice. A more satisfactory check may thus be 
provided than would be obtained by a detailed examination of the accounts 
receivable of a company having inadequate internal control. 

A full statement/>f work done in verification of accounts receivable and 
of the reserve for bad debts should be prepared and included in the working 

‘ Schedule, p. 179. 

Page 8 of Report on Audit, Chap. XII. 

Form lOK, pp. 299, 302, and 305. 

* Schedule, p. 339. 

Page 21 of Report on Audit, Chap. XII. 

Form lOK, pp. 302 and 305. 
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papers. What this statement will consist of will depend almost wholly 
upon the method of billing and entering sales to the customers' accounts, 
as well as upon the method of recording payments or other credits on ac¬ 
count. The following, taken from the working papers for an industrial 
concern which sells both at wholesale and at retail, will give the reader an 
idea of the work done on this audit and also of what such a statement 
should contain (See Summary of Audit Work and Internal Check, Chap. 
II, pages 28 to 35.) 

Wholesale Accounts 

Checked the subsidiary ledgers to the trial balances and footed all trial balances. 

Listed all accounts which were 60 days or more past due as of December 31,19—, 
and were still unpaid, showing the credit limit. Such accounts were discussed 
with the treasurer and approved by him. 

Listed all accounts greatly in excess of the credit limits. The credit limit stated 
in the ledger accounts does not, in most cases, limit the customer to that amount. 
If the customer pays his bills promptly and in accordance with invoice terms, the 
credit limit is practically disregarded. 

Listed all accounts of $5,000 and over. 

Prepared a summary of all the sales ledgers. 

Retail Accounts 

Checked all large balances from the ledgers to the trial balances. 

Footed all trial balances. 

Listed all large balances which were 60 days or more past due at December 31, 
19—, and were still unpaid. All past-due accounts were taken up with the treas¬ 
urer and approved by him. 

Checked all balances from the c.o.d. ledger to the trial balance. 

Ascertained that all debts written off had been properly authorized by responsible 
officers. 

Inquired to determine that no accounts had been assigned or hypothecated and 
obtained certificate to that effect. 

Investigated sufficiency of reserve for bad debts, also company’s policy with 
reference to cash discounts, allowances to customers, etc. 

Discussed with client the feasibility of confirming the customers’ accounts, and 
it was decided not to send statements to customers. 

Made tests of the shipping records for the last week of the period to ascertain 
if goods charged to customers as sales were really shipped; also to ascertain if 
shipments made were regularly charged to customers’ accounts. 

WORKING PAPERS FOR AUDIT OF ACCOUNTS RECEIVABLE BY DIRECT 
COMMUNICATION WITH DEBTORS 

7. The best verification of accounts receivable is to communicate directly 
with the debtor regarding the existence of the debt, and this course may 
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be taken after arrangement with the client. While such confirmation is 
frequently considered unnecessary in the case of companies having an 
adequate system of internal check, it is one of the most effective means of 
disclosing irregularities. If it is to be undertaken, mail persoiuilly the 
requests for confirmation, after comparing them with the lists of outstand- 
ii^ accounts, in envelopes bearing the accountant’s return address and 
enclose return envelopes addressed to the accountant. 

This represented the attitude of the profession to confirmation of ac¬ 
counts receivable by direct communication wdth the debtors before the 
frauds and misrepresentations were discovered that led to the extension of 
audit procedures in this and other respects. The present attitude is well 
expressed in the statement that follows. 

Statement No. 1—October, 1939 

The report emphasized that it was the ultimate responsibility of the 
independent certified public accountant to adopt such procedures as in his 
professional judgment he deemed appropriate, but recommended that 
certain additional procedures regarding inventories and accounts receivable 
should be considered as generally accepted practice. It further recom¬ 
mended that, where these additional procedures regarding inventories and 
accounts receivable had not been undertaken, that fact should be dis¬ 
closed in the auditors’ report or opinion. 

Receivables 

In regard to the question of confirming receivables by direct communica¬ 
tion with the debtor, the following recommendation is made: 

That hereafter, wherever practicable and reasonable, and where the 
aggregate amount of notes and accounts receivable represents a significant 
proportion of the current assets or of the total assets of a concern, con¬ 
firmation of notes and accounts receivable by direct communication with 
the debtors shall be regarded as generally accepted auditing procedure in 
the examination of the accounts of a concern whose financial statements 
are accompanied by an independerd certified public accountant’s report; 
and that the method, extent, and time of confirming receivables in each 
engagement, and whether of all receivables or a part thereof, be deter¬ 
mined by the ind/pendent certified public accountant as in other phases of 
procedure requiring the exercise of his judgment. 

Statement No. 3—February, 1940 

In the case of the receivables of department stores, instalment houses, 
chain stores, and other retailers, there might be justifiable question as to 
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the reasmableness of applying the positive fotm of confirmation, but it is 
believed that there is no question as to the practicability and reasonable¬ 
ness of applying the negative form of confirmation which requires no reply 
unless the recipient challenges the balance shown. When dealing with 
housewives, as is the case in department stores particularly, the negative 
form is more practicable than the positive, as it places the recipient def¬ 
initely on notice that the creditor’s books show a stated balance, and that 
the auditor assumes the correctness of that balance unless the debtor 
objects within reasonable time. 

It is believed, therefore, that department stores, instalment houses, and 
others dealing with ultimate consumers are among the cases in which the 
application of the negative form of direct communication with debtors, 
when carried out in the manner suggested in the bulletin. Examination of 
Financial Statements, is to be considered as compliance with “generally 
accepted auditing procedure.” 

There is a further distinction between the larger institutions with large 
masses of receivables which may run into tens of thousands of items and 
the smaller ones, because the very mass of the accounts requires more 
than ordinary division of duties affording opportunity for more effective 
internal control. Confirmation of receivables by a selective test, where the 
conditions justify it, is within the contemplation of the added procedures 
prescribed. As a rule, the larger the mass, the smaller the average amount, 
and the more effective the internal control, the smaller may be the per¬ 
centage of confirmation; and in unusual cases quite a small percentage 
may well be proper. 

Statement No. 8—September, 1941 

Turning to receivables, the need for confirmation is clearly indicated in 
“Extensions of Auditing Procedure.” 

It is further recognized, however, in “Extensions of Auditing Pro¬ 
cedure’ that the confirmation may properly be made at a date other than 
that of the particular balance sheet. 

The committee believes that frequently the conditions surrounding a 
particular engagement may be such as to warrant, or even make desirable, 
the “staggering” of the confirmation throughout the semiannual or annual 
period. If this could be done in an acceptable manner and the results were 
satisfactory, such procedure would obviate the necessity for a qualification 
as to the scope of the interim examination in respect of confirmation of 
receivables. 

With regard to receivables, it is the opinion of the committee that the 
standards of auditing procedure applicable to regular semiannutd and 
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annual statements are likewise applicable to interim statements if an 
opinion is to be expressed. 

Statement No. 10—June, 1942 

Where proper conditions exist, consideration may be given to work, at 
an earlier date than the close of the year, on confirmation of accounts 
receivable. 

The statements of the Committee on Auditing Procedure make it clear 
that confirmation by direct communication with debtors is a required pro¬ 
cedure and give such guidance as is possible to the auditor in making his 
decision on the form of confirmation required. 

The first requirement for good papers covering this part of an audit is a 
comprehensive and convenient confirmation form. Examples shown on 
pages 69 and 70 are forms now in use by representative firms that have 
proved satisfactory in practice. A study of the forms will indicate the 
essential features to be covered. 

Where positive confirmations are used, a list of the debtors communicated 
with should be made with provision for noting whether an acknowledgment 
is received, whether the account is in agreement with the debtor^s books 
and if not the ultimate disposal of the discrepancy, i.e., whether it is recon¬ 
ciled in the event of a misunderstanding, or corrected if either party is in 
error. 

Where discrepancies are reported schedules showing the results of the 
follow-up by the auditor should be made and preserved. It is not suf¬ 
ficient to mark “reconciled^' or “corrected" against a discrepancy shown 
on a list. 

A schedule should be made showing in number of accounts, total 
amount, and percentage 

1. Total accounts receivable 

2. Total debtors communicated with 

3. Total of debtors from whom no reply was received 

4. Total replies 

5. Total replies admitting correctness of account 

6. Total replies showing discrepancies 

7. Total replies where no error of client was found and account recon¬ 
ciled ^ 

8. Total replies where error of client was shown and corrected 

9. Total replies where errors or discrepancies were immaterial and not 
reconciled or corrected 

Generally it would be much better if no accounts were placed in cate¬ 
gory 9. Small errors, except obvious ones such as those caused by differing 
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treatment of fractions or percentages and similar clearly clerical discrep¬ 
ancies, should be investigated no less carefully than substantial ones. 
Large and offsetting discrepancies might possibly e^pst that would result in 
only a small net discrepancy (Schedule C 6, page 232). 

TTie lists and schedules for negative confirmations would be similar but 
no provision would, of course, be made for items 3, 4, and 5 shown on the 
schedule for accounts covered by positive confirmation. 

The work of following up accounts, reconciling discrepancies, or correct¬ 
ing errors would be the same for differences disclosed by negative con¬ 
firmations as it would be for those brought to light by the positive form. 

Where confirmation work is done by the client’s internal auditors the 
methods used should be examined and the results noted and compared 
with the auditor’s experience in similar enterprises or industries. 

Current practice in the use of positive or negative confirmations is ex¬ 
plained and illustrated in Statements Nos. 14, 18, and 19 of the Com¬ 
mittee on Auditing Procedure of the American Institute of Accountants, 
which follow; 


Statement No. 14—December, 1942 

Confirmation of Public Utility Accounts Receivable 

Query: The XYZ Corporation is a utility with a satisfactory system of 
internal control and has approximately 50,000 residential, commercial, 
rural, industrial, and other customers. Is it practicable and reasonable 
to communicate directly with these customers as a matter of regular pro¬ 
cedure in the examination of its financial statements, and if so, how ex¬ 
tensive should the confirmation be? 

On October 18,1939, the special committee on auditing procedure of the 
American Institute of Accountants recommended that, wherever practi¬ 
cable and reasonable, confirmation of accounts receivable by direct com¬ 
munication with the debtors shall be regarded as generally accepted audit¬ 
ing procedure in the examination of the accounts of a concern whose 
finarwial statements are accompanied by an independent certified public 
accountants report; and that the method, extent and time of confirming 
receivables in each engagement, and whether of all receivables or a part 
thereof, be determined by the independent certified public accountant as 
in other phases of procedure requiring the exercise of his judgment. 

The aggregate balance of all receivables of utilities usually averages 2 
per cent of all assets and about 10 per cent of annual revenues. Accumula¬ 
tions of receivables materially beyond these percentages result from un¬ 
usual conditions and tvould invoke inquiry, apart from the question of 
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confirmation. The average account balance for all accounts receivable of 
utilities seldom averages more than $10.00 per customer. 

In dealing with the specific question, it is desirable to discuss it in re¬ 
lation to the receivables under two general categories, namely: 

I. The large accounts—Municipal, other utilities, industrial and mis¬ 
cellaneous accounts receivable 

II. The ‘*mass” accounts—Residential, commercial, rural and mer¬ 
chandise accounts receivable 

Experience indicates that on the average a little less than one-half of 
the aggregate electric utility receivables is represented by the first group 
of accounts, consisting of industrial and other large accounts, and that for 
utilities other than electric the proportion is usually lower. 

It is recognized that many utilities do not maintain general ledger control 
accounts classifying receivables into these two categories; however, most 
utilities ordinarily maintain sufficient subdivisions in the detail records to 
permit such a classification. 

I. The Large Accounts — Municipal, Other Utilities, Industrial and 
Miscellaneous Accounts Receivable 

These large accounts are with organizations which maintain complete 
accounts and, accordingly, are in a position to express an informed opinion 
on the correctness of charges made against them. The methods of com¬ 
putation for service rendered to these customers are often very technical, 
complicated, and difficult to test-check. While internal control is im¬ 
portant and must be considered in connection with these accounts, it cannot 
be relied upon as greatly by the'auditor to serve his purposes as in the case 
of “mass” accounts discussed later. Furthermore, because of the size of 
individual accounts it is possible for irregularities, if any should exist, to be 
confined to relatively few accounts. The committee accordingly believes 
that the extent of confirmation of these accounts receivable should be 
similar to that of the accounts of an industrial enterprise where comparable 
conditions prevail. 

II. The “Mas^’ Accounts—Residential, Commercial, Rural 
and Merchandise Accounts 

There are many factors which distinguish this class of accounts from 
those of the first group. The average number of “mass’* accounts of a 
utility is very large in relation to the gross revenues. The number of these 
accounts varies from a few thousand for a small public utility to hundreds 
of thousands in the larger utilities. The individual balances average a few 
dollars each; even including merchandise instalment accounts an average 
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of $5.00 per customer is ordinary. Utilities follow the policy of discon¬ 
necting service if the “mass” accounts are not promptly paid and in many 
cases also grant more than ordinary discounts for prompt payment, with 
the result that the aggregate amount of utility service receivable balances 
not derived from the current month’s billings is generally not significant. 

The characteristics of these accounts create a large volume of small and 
simple repetitive operations which require special skill and efficiency for 
economical performance. As a result these operations are ordinarily as¬ 
signed to separate employees or departments which operate independently 
of each other. In the particular case under consideration it was found that 
the more important separation of duties among employees and depart¬ 
ments was as follows: 

(а) Installation and removal of meters or stations 

(б) Meter reading 

(c) Billing and maintenance of receivable ledgers 

(d) Receiving payment on accounts 

(e) Investigation and collection of delinquent accounts 

In addition to the above segregation of major duties among independent 
departments or employees, further secondary checks were employed; for 
example, rotation of meter readers among routes, checking of new ac¬ 
counts against those previously written off, maintenance of control ac¬ 
counts by employees other than those assigned to detail accounts, require¬ 
ments that vacations be taken by cashiers, and approval of discounts 
forfeited. 

These segregations of duties among dissociated employees create an 
internal control which prevents any particular employees from controlling 
a sufficient number of the operations to conceal material irregularities. 
Consequently, only relatively petty irregularities are experienced in these 
accounts and these are ordinarily detected in the normal operation of the 
system of internal control. It is believed in this case that a sufficient 
separation of duties exists to assure substantial accuracy and to avoid 
significant irregularities in the maintenance of the “mass” accounts. In 
reviewing such systems, the presence or absence of a particular feature of 
the system should not be stressed unduly unless it is likely to be the source 
of a fundamental weakness. It is the effectiveness of the system as a 
whole which is important and which justifies reliance upon the resulting 
accounts. 

In alt essential respects, where applicable, controls comparable with the 
foregoing are also maintained over merchandise accounts receivable. The 
company collects merchandise instalments as part of its monthly bill for 
service and, in addition to disconnecting service if the monthly bill is not 
paid, it follows the practice of repossessing the merchandise after an 
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instalment is thirty days overdue. As a result the amount of overdue 
accounts is negligible. 

Experience gained from reviews and certain test checks, where ap¬ 
plicable, of systems of internal control such as the one described indicates 
that the “mass” accounts receivable balances maintained by most utilities 
are reliable for financial statement purposes, and that, where the system 
in operation is good, test confirmation is not necessary for the purpose of 
checkirig the credibility of the company’s representations as to their 
authenticity. 

Where the conclusion is reached for a specific utility that the system in 
operation is good, experience has nevertheless indicated the desirability of 
making a small sample or test circularization as an additional check upon 
the functioning of the internal control. In the case of the XYZ Corpora¬ 
tion, which has a satisfactory system of control and approximately 50,000 
“mass” accounts receivable with customers and approximately one-half 
that number of accounts having unpaid balances, it is believed that a con¬ 
firmation of a few hundred accounts would be fully adequate for this pur¬ 
pose; and that, in view of the purpose of the test, namely, to provide an 
additional check upon the functioning of the internal control, such a test 
confirmation is desirable even in cases in which test confirmations may be 
made by internal auditors employed by the utility. 

The division of duties comprising internal control will vary among utilities 
according to type of utility and concentration of activities, and it should 
be borne in mind that where a satisfactory system of internal control does 
not exist, a larger portion of the accounts should be confirmed, the extent 
thereof being dependent upon the circumstances of the particular situation. 

Statement No. 18 — January, 1943 

Confirmation of Receivables from the Government 
the war progresses an increasing percentage of the receivables of 
companies are represented by amounts recorded as due from departments 
or agencies of the United States Government. These departments and 
agencies, under existing war conditions, rarely confirm amounts stated in 
requests for confirmation and have frequently expressed their inability to 
do so. As a result such confirmation in most instances cannot be con¬ 
sidered practicable at the present time. 

In the opinion of the committee, the use of the “negatived’ type requests 
in confirming amounts due from government departments or agencies 
would not, under present conditions, constitute compliance with the spirit 
of “Extensions of Auditing Procedure.” That report did not contemplate 
that thq “negatived’ form would be used if the independent public dc- 
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countant had reason to believe that the request would fail to receive con- 
aeration and that he would not be advised if the amount stated in the 
request differed from the amount shown on the debtofs records. Some 
public accountants may continue to send “positive^’ type requests for con¬ 
firmation of receivables from government departments and agencies in the 
hope that, in some cases, replies may be received. Other public account¬ 
ants have indicated that they believe the number of replies received to 
such requests, stating either agreement or disagreement with the amount 
shown on the clients* records, will be so few as not to warrant continuation 
of the sending out of “positive” type requests for confirmation. 

In any case in which receivables from government agencies or depart¬ 
ments represent a significant proportion of the current assets or of the total 
assets of a concern and confirmation thereof by direct communication with 
the debtors has not been accomplished, disclosure should be made of such 
situation in the report of the dependent public accountant. This is neces¬ 
sary in order to conform with the amendment to “Extensions of Auditing 
Procedure,” contained in Bulletin No. 12 of Statements on Auditing Pro¬ 
cedure, which ended with the following paragraph: 

“Accordingly, the committee on auditing procedure hereby recommends 
that hereafter disclosure be required in the short form of independent ac- 
countanfs report or opinion in all cases in which the extended procedures 
regarding inventories and receivables set forth in 'Extensions of Auditing 
Procedure are not carried out, regardless of whether they are practicable 
and reasonable, and even though the independent accountant may have 
satisfied himself by other methods.” 

In many, and perhaps most, cases the independent public accountant 
may be able by reference to shipping records, contracts, correspondence, or 
other documentary evidence, or the subsequent payment of the accounts, 
to satisfy himself on a test basis as to the validity of such receivables. In 
such cases his disclosure of inability to secure confirmation of government 
receivables by communication with the debtor may well be accompanied 
by a statement that he has satisfied himself by other means. Both pur¬ 
poses may be accomplished by changing the sentence regarding conformity 
with generally accepted auditing standards contained in the short form of 
report so that it will read somewhat as follows: “Except that it was not 
practicable to confirm receivables from United States Government depart¬ 
ments {and agencies, if applicable), as to which we have satisfied ourselves 
by means of other auditing procedures, our examination was made in 
accordance with generally accepted auditing standards applicable in the 
circumstances and included all procedures which we considered neces¬ 
sary.” It is obvious that in these circumstances no exception need be 
taken in the opinion section of the report. 
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There may he some cases in which, due to the particular circumstances, 
the independent public accountant may not be able to satisfy himself by 
other methods as to such receivables. In those cases he must decide in 
the light of the circumstances whether the situation properly can be covered 
by taking an exception in the opinion paragraph; there may occasionally be 
situations in which the exception is of such a nature and so material in 
relation to the financial position and results of operations that the inde¬ 
pendent public accountant would require to disclaim sufficient basis for the 
expression of an informed opinion regarding the financial statements as a 
whole. 


Statement No. 19 — November, 1943 

Confirmation of Receivables 
{Positive and Negative Methods) 

“Extensions of auditing procedure,” approved by the membership of the 
American Institute of Accountants and issued in 1939, contains the follow¬ 
ing recommendation: 

“That hereafter, wherever practicable and reasonable, and where the 
aggregate amount of notes and accounts receivable represents a significant 
proportion of the current assets or of the total assets of a concern, confirma¬ 
tion of notes and accounts receivable by direct communication with the 
debtors shall be regarded as generally accepted auditing procedure in the 
examination of the accounts of a concern whose financial statements are 
accompanied by an independent certified public accountanfs report; and 
that the method, extent, and time of confirming receivables in each engage¬ 
ment, arid whether of alt receivables or a part thereof, be determined by 
the independent certified public accountant as in other phases of pro¬ 
cedure requiring the exercise of his judgment.” 

It will be noted that the method of confirming receivables in each engage¬ 
ment is left to the judgment of the independent certified public accountant 
as in other phases of procedure requiring the exercise of his judgment. 

Generally speaking, there are two methods of confirming receivables by 
direct communication with the debtor, known as the “positive’ and the 
“negatived’ methods. When the “positive” method is used a communica¬ 
tion is addressed to the debtor asking him to confirm to the independent 
public accountant the accuracy or otherwise of the balance shown. When 
the “negative” method is used a communication is addressed to the debtor 
asking him to advise the independent public accountant only in cases in 
which the amount stated is incorrect. 

In dealing with confirmation of receivables from the government, the 
committee stated that “Extensions of Auditing Procedure^’ “did not con- 
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template that the "negative’ form would be used if the iiulependent public 
accountant had reason to believe that the request would fail to receive 
consideration and that he would not be advised if the amount stated in the 
request differed from the amount shown on the debtor’s records.”^ In 
such circumstances the committee suggested the nature of alternative 
procedures to be adopted in lieu of direct confirmation with the debtor. 

In Bulletin No. 3 the committee stated that, ‘"It is believed, therefore, 
that department stores, instalment houses, and others dealing with ulti¬ 
mate consumers are among the cases in which the application of the nega¬ 
tive form of direct communication with debtors, when carried out in the 
manner suggested in the bulletin, ‘Examination of Financial Statements,’ 
is to be considered as compliance with ‘generally accepted auditing pro¬ 
cedure.’ 

The foregoing statements by the committee were of limited applicability 
and it has been suggested that the committee deal with the subject in a 
more general way. Although the method of confirmation must, in the 
final analysis, be determined by the indepervdent public accountant in the 
exercise of his Judgment, the committee believes that certain general 
observations may be helpful. 

In cases in which there is reason to believe that the possibility of dis¬ 
putes, inaccuracies or irregularities in the accounts is greater than usual, 
or where the balance involved is of outstanding materiality, it is probably 
desirable that the “positive’ method of confirmation be adopted. For 
example, it is generally customary to use the “positive’ method of con¬ 
firmation in the case of receivables of stock brokerage houses. Also, 
where a company sells a substantial portion of its output to one, or only a 
few, customers, so that the balances involved are of relatively major im¬ 
portance, the “positive” method of confirmation would seem preferable. 

On the other hand, it is the opinion of the committee that the “negative” 
type of confirmation is in accordance with generally accepted auditing 
standards and practice in the majority of circumstances, and that an inde¬ 
pendent public accountant using this method of confirmation, where there 
are no indications that it may be inadequate, is conforming with generally 
accepted auditing standards. 

Not infrequently independent public accountants employ both the 
“positive’ and the “negative” methods upon the same engagement—the 
“positive’ as to accounts where a definite reply may be deemed desirable 
and the “negative” as to accounts where this consideration does not apply. 

When “positive’ confirmations are sought, it is usually impossible to 
secure responses to all requests; as a matter of fact, even in the case of 

^ ^"Statements on Auditing Procedure No. 18.** 

* ""Statements on Auditing Procedure No. 3.** 
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stock brokerage houses, where the requests are usually followed up more 
actively than in the ordirmry case, it is rare that replies are received to ail 
requests. 

Whether the response to “positive* confirmations requested is satis¬ 
factory is usually fudged by comparing the number of replies received and 
the aggregate amount thereof with the number and amount of the con¬ 
firmations requested, taking into account also the nature of the replies and 
the situation they disclose. The percentage of replies received, experience 
has shown, varies considerably with the type of customer with whom the 
organization deals. The indeperulent public accountant must assume the 
responsibility for deciding whether the nature and the extent of the re¬ 
sponse, taken in conjunction with his other auditing procedures, constitute 
a satisfactory basis for his opinion as to the bona fides of the receivables. 
This is a matter for the exercise of his judgment in the circumstances of 
the individual case. If he does not consider the confirmation satisfactory 
he should pursue the matter further, either by communicating again with 
those who have not replied or by adopting alternative procedures of the 
nature referred to previously. 

No illustrative schedules are shown for the specific industries or situa¬ 
tions covered by the foregoing statements. The methods outlined and 
the schedules shown* should be a sufficient guide to the solution of these 
problems when they arise under other circumstances. 

NOTES RECEIVABLE 

1. Prepare a list of notes receivable at the end of the period, showing 
dates, makers’ names, due dates, amounts and interest rates, as shown 
by the book records.* 

2. Ex amin e outstanding notes and compare with the notes receivable 
record or with the list (see also Par. 1 tmder Cash). Check dates and due 
dates. Trace into the books of the company cash received for notes 
matured since the close of the period and therefore not presented for 
examination; when notes are in the hands of attorneys or banks for 
collection, obtain confirmation from the holders. If notes have been dis¬ 
counted obtain acknowledgement from the discounting banks. 

If notes receivable have been protested for nonpayment, every protested 
note should be submitted as a voucher or there should be some accounting 
for it. Protest fees, accrued interest, etc., as well as the face of the note, 
should be charged back to the debtor’s account (except perhaps in the case 

* Pages 67 to 71 and 232 to 234. 

* Schedule, p. 231. 
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of agricultural loans for the purchase of machinery, etc., when the non¬ 
payment results from crop failure and the notes are in fact reasonably 
certmn to be paid). 

The auditor should ascertain, in case the amount stated in the face of a 
note does not agree with the amount appearing in the company list, whether 
or not the difference is endorsed on the back of the note as a collection on 
accoimt. Conversely, the backs of all notes should be examined to see 
whether or not endorsements for payment on account have been entered 
in the books. It is important to find out who has the authority to en¬ 
dorse notes on the back for pa3unents made on account, and this informa¬ 
tion should be included in the working papers. If such notations may be 
made by the cashier the opportunities for irregularity are obvious. 

3. Give consideration to the probable value of the notes, particularly 
of renewed notes, and to the adequacy of the reserve provided. Ascertain 
the value of any collateral security for notes. The notes may be worth no 
more than the collateral, especially as collateral is usually required from 
debtors of doubtful standing.' 

In some kinds of business, the silk and jewelry trades for example, notes 
receivable are given by customers of the very highest standing, while in 
some other trades notes are usually considered unfavorably. 

Notes past due or continuous renewals should be noted in the working 
papers and discussed with someone qualified to pass judgment upon them. 

4. The best verification of notes receivable is written confirmation by 
the debtor that the notes are bona-fide obligations, although such con- 
fiimation is not usually considered necessary in the case of companies 
having an adequate system of internal check. When this course is fol¬ 
lowed, mail personally the requests for confirmation in envelopes bearing 
the accountant’s return address and enclose return envelopes addressed 
to the accountant. 

Notes receivable signed by subsidiary companies or customers’ notes 
held at sales agencies should be verified in the same manner as regular 
notes receivable of the main business. 

5. Notes, including instalment notes, of a material amount maturing 
later than one year from the date of the balance sheet should be shown 
separately thereon unless trade practice warrants a different treatment. 
Balance sheets of businesses whose sales are largely instalmftnt 
should show the notes receivable in some detail. 

6. Notes from stockholders, directors, officers and employees and 

> Schedule, p. 231. 
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notes arising from transactions outside the ordinary business of the 
company should be shown separately on the balance sheet. 

7. Notes of affiliated concerns should not be included with customers’ 
notes on the balance sheet even though received in respect of transactions 
in the ordinary course of business. They may be shown as current 
assets, investments or otherwise as the circumstances justify; inclusion as 
current assets is allowable only if the debtor company has a satisfactory 
margin of current assets over current liabilities including such notes. 

8. The balance sheet should carry a footnote under “contingent lia¬ 
bilities” showing amount of unmatured discounted notes (see Par. 2, 
page 61). 

Large instalment companies may have thousands of notes receivable 
which are controlled by a satisfactory internal check. In such cases it may 
not be necessary or desirable for the accountant to examine every note 
or instalment account, but a reasonable test may be sufficient. On the 
other hand, if the company is small and has been accustomed to discount 
its notes receivable, special inquiry from all banks in which the company 
has maintained balances during the period may be necessary to determine 
the full contingent liability. 

The confirmation of notes receivable by direct communication with the 
debtor raises no question not already treated under accounts receivable. 
The Committee on Auditing Procedure made no distinction in principle 
between debtors on open account and debtors where the debt is more 
formally evidenced or for a longer term. The requirements and sched¬ 
ules are substantially the same for debtors on open account or who have 
given notes. 


CASH 

1. Count cash on hand and compare with the recorded cash balance. 
This count should be made at the same time as notes receivable and in¬ 
vestments are inspected or taken under control. Precautions should be 
taken to guard against the possibility of a shortage in one of these assets 
being covered up by temporarily converting other negotiable assets or 
withdrawing funds from the bank.^ 

When the volume of transactions recorded between the close of the fiscal 
year and the date of the count is comparatively small it should be audited 
in order to establish the balance at the close of the fiscal year. If the 
volume of transactions is large and it is impracticable to make such an 
audit, the count of the cash at the time of beginning the audit may be con¬ 
sidered as a test of the system, with which the auditor should be thoroughly 

’ Schedule, p. 176. 
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familiar, and it may be assumed, if the petty cash is in order at the date of 
the audit and the system and records are satisfactory, that the balance 
shown by the books at the close of the fiscal year was correct. 

In the counting of funds, etc., the working papers should state the exact 
time when the funds were counted, who counted and reconciled them, who 
is in charge of each fund, who may authorize or approve petty cash vouch¬ 
ers, etc. In some cases it will be found that the petty cash vouchers are 
receipted but not approved, while occasionally approvals will have been 
made but the signatures for the receipt of the cash will be lacking. When 
such a condition is found, it should be noted in the working papers and the 
auditor should call the matter to the attention of a responsible official. 

The auditor must never permit himself to be left alone with either cash 
or securities; some member of the client’s staff should be present through¬ 
out the count. 

2. Ascertain when counting cash that all checks (other than those cashed 
for others) produced as part of the cash balance have been entered in the 
cashbook prior to the close of the period. Note the dates and particulars 
of such checks and of all advances made from cash but not recorded on 
the books. Investigate closely advances to employees; if they are repre¬ 
sented by personal checks see that these checks (and those cashed for 
persons outside the company) are deposited and paid before completion 
of the examination.^ 

3. See that all cash funds are cleared of material amounts representing 
disbursements prior to the date of the balance sheet. 

If an imprest system is used the auditor should see that a refunding 
check for expenditures to the end of the fiscal year is shown as received 
within the period or he should note the date on which such a check was 
received if the fund is reimbursed after the close of the period. 

4. Obtain directly from all depositaries certificates as of the close of 
business on the closing date. Obtain reconciliation of the balances shown 
on the certificates with the balances shown by the cashbook, check-book 
stubs, or check registers, taking into consideration the outstanding checks, 
and other outstanding items.^ 

The auditor should fill in one bank certificate form for each bank at 
which the client carries an account, have each form signed by the proper 
officer, enclose with each one the auditor’s stamped return envelope, and 
mail the certificates himself. If this procedure is not possible, equivalent 
safeguards should be provided in the preparation and mailing of certificates. 

^ Schedule, p. 176. 

• Schedules, pp. 169 and 174. 
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5. Compare the checks returned by hanks, item by item, with the cash¬ 
book for last month, or work backwards from the last day of the period 
under examination until all recently drawn outstanding checks have been 
covered. As this procedure will not disclose any outstanding checks which 
may not be recorded, a better confirmation may be provided by comparing 
the outstanding checks shown on the bank reconciliation with checks re¬ 
turned by the banks in the subsequent month. Make special inquiry to 
ascertain if there are any unpaid checks long outstanding. See that no 
checks are drawn for cash or other purposes at the end of the period but 
not entered until the next period.^ 

When the client maintains branches or controls subsidiary companies, 
the auditor must take particular care to indicate on his copy of the recon- 
cihation statement any outstanding checks payable to branches or sub¬ 
sidiary companies. Also, any deposits said to be in transit between the 
home office and branches should be indicated. 

When the certificates are returned by the banks they should be attached 
to the respective reconciliation statements and the balances shown thereon 
should be agreed with the balances given by the company as “balance as 
per bank.” 

The verification of cash may call for several different kinds of schedules, 
although probably not more than two of these would be used in any one 
cash verification. Schedules, pages 169 to 175, will be used for the verifica¬ 
tion of the bank balances where all receipts are deposited in the bank and 
all withdrawals are made by check. If several such bank accounts are 
kept, as many reconciliations must be prepared as there are bank accounts 
to reconcile, and the sum of the cash balances as shown by all reconciliations 
must be brought into agreement with the general cashbook balance. 

6. Ascertain that receipts shown in the cashbook as deposited on the 
last day of the period, but not credited by the bank on that day, have 
actually been deposited as claimed.* 

7. If ciurency and bank transactions are recorded together in the cash¬ 
book and the cash is not counted until after the close of the period under 
review, reconcile the bank balances as at the date of the cash coimt as well 
as at die date of the balance sheet. Cash on hand, which forms only a 
part of the balance, may be correct at the date of the count, but it does not 
follow that the total cash balance (including bank balances) is correct. 

8. Check deposits shown on bank statements or passbooks for the last 
two or three days of the period with the cash-receipts book; determine that 
they were composed of bonafide receipts and that no check drawn by the 

* Schedule, p. 169. 
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company was deposited in a bank without being deducted, prior to the 
close of the period, from the balance at the bank on which the check was 
drawn. In certain instances such comparison may be extended to in¬ 
clude a check of original deposit slips or authenticated copies thereof.^ 

9. Reconcile total deposits shown by the bank statements for at least 
one month with the total receipts shown by the cashbook; also reconcile 
total disbursements shown by the bank statements with total checks 
drawn as recorded in the cashbook for the same period.^ 

In many instances a proof of the gross totals of cash received and dis¬ 
bursed, together with the bank deposits and withdrawals, forms a simple 
and effective check on the inclusion of fictitious items in the cashbook or 
the fraudulent omission of receipts against which an improper disbursement 
may have been made but omitted from the record. Every discrepancy in 
the gross figures which appears between the bank records and the cashbook 
should be traced, and the auditor should satisfy himself that it is an inno¬ 
cent and bona fide bank contra, exchanged check, or similar item before 
considering the verification of cash completed. 

Summaries 

In addition to the schedules shown and discussed, it may be desirable to 
summarize the cash receipts and disbursements of a client for the entire 
period under audit. This requires attention to the cash balances at the 
beginmng as well as at the close of the period. Such a summary gives a 
very good bird’s-eye view of the cash activities of the year, and may be pre¬ 
pared as shown on schedules, pages 170 and 171. 

10. Trace to the cashbook all checks outstanding at the beginning of the 
period that were not returned and checked in a previous examination.* 

11. Funds subject to withdrawal restrictions should be so described on 
the balance sheet. 

Where there are a great many bank accounts with a number of rela¬ 
tively small working funds which are reconciled periodically by employees 
independent of the cashier’s department, it may not be necessary for the 
accountant to reconcile all the working funds but only to do so for the prin¬ 
cipal bank accounts, accepting copies of reconciliations signed by internal 
auditors for the remainder. On the other hand, where the company does 
not deposit all of its receipts daily, it may be desirable for the accountant 
to check cashbook footings in addition to the other steps described. 

* Schedule, p. 169. 
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PROCEDURE FOR CONFIRMATION OF ACCOUNTS RECEIVABLE BY DIRECT 
COMMUNICATION WITH DEBTORS IN USE BY A MEDIUM-SIZED 
ACCOUNTING FIRM 

Two methods of confirming accounts receivable are in use: one, in co¬ 
operation with the internal auditors, and the other where internal auditors 
are not employed. Where the client employs a staff of internal auditors, 
they prepare the confirmation forms (Form A^) in the course of their 
work and send them to the independent accountant along with a list of 
current notes and accounts and past-due accounts. The list may cover all 
the accounts confirmed or it may indicate the accounts receivable that have 
been selected for confirmation by the independent auditor. The internal 
auditors fill in the customer’s name and address, company name, date, and 
amount, on the forms and send them to the independent auditor to be 
mailed to the customers. 

Mailing Confirmation Forms 

The list is stamped with the independent auditor’s ‘‘received” stamp 
when it reaches his office. The confirmation forms are then checked 
against the list, and a tick in red pencil is made to the right of each account 
on the list to indicate that the information on the form agrees with that on 
the list. An adding-machine tape of the amoimts shown on the forms is 
then made; the total must agree with the total shown by the list if all the 
accounts listed are to be confirmed; if all the accounts are not to be con¬ 
firmed, a tape of the accounts ticked on the list must agree in total with the 
tape of the confirmation forms. 

Confirmation forms are then folded and enclosed in a window envelope 
bearing the return address of the independent auditor, together with a 
return envelope addressed to him and mailed. For foreign accounts a 
plain return envelope addressed to the independent auditor is enclosed, 
together with an international reply coupon. 

Customers’ Replies 

When confirmation forms are returned by the customers, the forms are 
stamped with the independent auditor’s “received” stamp and the accounts 
checked on the client’s list. If the customer’s reply shows his account to 
be in agreement with the client’s records, a blue pencil tick and the date 
received is marked to the right of the account. Transmittal Form C is 
typed in original only, covering all daily replies received for that company, 
and, with the customers’ replies attached, is forwarded to the client’s 
office for the internal auditors’ file. 

If the customer’s reply does not agree with the company’s records, a 
blue pencil star and the date received are marked to the right of the 

^ Forms referred to are reproduced on pp. 69 to 71. 
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account. Irregular replies include ^ffereiices in amount, requests for 
itemized statements or copies of invoices, replies received unsigned, re¬ 
plies stating the balance at some date other than the date asked for, forms 
returned undelivered by the post office, etc. 

A photostatic copy of each irregular reply is made. This is for the in¬ 
dependent auditor’s file of irregular replies. An original and two carbon 
copies of transmittal Form D are prepared for each irregular reply. The 
original irregular reply together with the original and one copy of Form 
D is forwarded to the client; the photostat, stapled to the other copy of 
Form D, is kept in the independent auditor’s files. When the internal 
auditor replies, he returns to the independent auditor one of the copies 
of Form D sent him, with his reply typed at the bottom. In following 
up the account, Form B in triplicate is used to send additional informa¬ 
tion to the customer. The original and one copy of enclosures, if any, are 
sent to the internal auditors, who in turn send the original to the cus¬ 
tomer. The independent auditor holds one copy of Form B and a copy 
of any enclosures, which he adds to his file of the customer’s account. 

This second letter often brings a reconciliation of the account. Never¬ 
theless, there may be a reply requiring further correspondence and each 
account is closely followed until it is in agreement with the client’s books 
or the necessary adjustments are made. 

The client has a complete file of each irregular reply and at the end of a 
reasonable period the independent auditor sends the client a recapitulation 
of the results of the circularization. 

When members of the independent auditor’s staff visit the client’s 
office, they have the list of accounts prepared by the internal auditors and 
a file of irregular replies to the accounts receivable confirmations. The 
list is checked against the customers’ ledger, and the irregular replies are 
checked with cash receipts items in transit and other data to test agreement 
with company records. 

In the audit of clients who do not employ internal auditors, members of 
the independent auditor’s staff review the customers’ cards or accounts 
receivable ledger and make up a list from these at the client’s office. The 
independent auditor types the confirmation Form A from this list of cus¬ 
tomers, filling in the customer’s name and address, company name, and 
amount. 

The typed forms are then checked against the list, and a tick is made to 
the right of each account on the list. An adding-machine tape of the 
totals of the forms is taken, which must agree with the total of the items 
on the list. The confirmation forms are mailed, using the same forms* 
described above. 

When the customer’s replies are in agreement with the client’s records. 
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they are filed with the working papers. Any irregular replies are investi¬ 
gated and brought into agreement with the client’s records by use of the 
cash receipts book, by checking items in transit, or by sending further 
details to the customer. The reconciliation of any discrepancy in a custom¬ 
er’s account with the client’s books is handled by a member of the inde¬ 
pendent auditor’s staff at the office of the client. 


Form A 

KEAN, SWIFT AND COMPANY 
Certified Public Accountants 
17 Broadway, New York 4, N.Y. 

[Window envelope] 

Dear Sirs: 

The statement of your account with 


as of-shows a balance due 

them of $-- 

Will you please inform us of the correctness of this balance, or of any exceptions thereto 
which you may have. Please sign in the space below and return this form directly to us 
in the enclosed envelope. 

This request is in connection with our audit of the company and is for confirmation 
only. It is not a request for remittance. 

Yours very truly, 

Kean, Swift and Company 


The above balance is in agreement with our records at the above date, except as noted 
on reverse side. 


Company 


by. 


Position 
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Form B 

KEAN. SWIFT AND COMPANY 
Certified Public Accountants 
17 Broadway, New York 4, N.Y. 

[Window envelope] 

Dear Sirs: 

We thank you for your reply to our request for confirmation of your account 


with- 

whose records showed a balance of $. 
due them as of- 


If, with this information, you find that the amount as stated above is correct, will 
you please sign in the space below and return this letter to us in the enclosed envelope. 

Yours very truly, 

Kean, Swift and Company 


The above balance is in agreement with our records at the above date. 


Company 


by. 


Position 
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Form C 

KEAN, SWIFT AND COMPANY 
Certified Public Accountants 
17 Broadway, New York 4, N. Y. 


-19_ 

Brooke Sales Company, 

15 Broadway, 

New York 4, N. Y. 

Dear Sirs: 

In connection with the audit of accounts receivable as of_ 


of---—— - 

we enclose --replies which show the customers’ records to be in agreement 

with the books of the company. 

Yours very truly, 

Kean, Swift and Company 


Form D 

KEAN, SWIFT AND COMPANY 
Certified Public Accountants 
17 Broadway, New York 4, N. Y. 


-19_ 

Brooke Sales Company, 

15 Broadway, 

New York 4, N. Y. 

Dear Sirs: 

In connection with the audit of accounts receivable as of_ 


of--- 

we enclose an irregular reply received from 


When this account has been reconciled with the books of the company will you please 
return one copy of this form to us with your report in the space below. 

Yours very truly, 

Kean, Swift and Company 




CHAPTER V 


INVENTORIES 

(All matter in boldface roman type is quoted from the American Institute 
of Accountants bulletin, ^'Examination of Financial Statements by Inde¬ 
pendent Public Accountants,^’ January, 1936. All matter in boldface 
italic type is quoted from Statements on Auditing Procedure of the Ameri¬ 
can Institute of Accountants, which modify or amplify the bulletin. The 
number of the statement precedes the quotation.) 

The additional procedures in the audit of inventories described in State¬ 
ment No. 1 of the Committee on Auditing Procedure were, like the addi¬ 
tional procedures in the audit of receivables, merely an extension and 
amplification of procedures already in use to a limited extent. 

The physical testing of inventories, in special cases and for special pur¬ 
poses, had been a part of accounting technique for many years. Samuel 
Pepys,^ in the course of his accounting duties for the British Navy on 
August 22, 1662, went to the naval depot at Deptford where, he said, "I 
went on looking and informing myself of the stores with great delight.” 
In some trades, notably the garment industry, it had long been customary 
for the auditor to check physical inventories. Checks of physical inven¬ 
tories were not unusual in investigations for the purchase and sale of 
enterprises and were occasionally made as part of a periodic audit. Yet 
the procedure was not considered essential and its omission did not need 
to be mentioned in the auditor’s report or certificate. 

After the publication of the Committee’s report, however, physical test¬ 
ing of inventories was accepted as a required audit procedure, the omission 
of which for any reason whatever called for explanation in the auditor’s 
report. During the war, for instance, when physical inventories were 
dispensed with by order of the armed forces, the auditor was required to 
state in his report that no physical tests of inventory were made. 

None of the other audit procedures that previously had been considered 
usual could be omitted because physical tests of inventory were made. No 
additional representations were made by the auditor. The traditional 

1 ‘‘Diary of Samuel Pepys,” Henry B. Wheatley, ed., Harcourt, Brace and Company 
New York, 1926, Vol. II, pp. 295-296. 

re 
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disclaimer of the functions of a valuer or appraiser was insisted upon. The 
auditor made no claim that he was taking the inventory. He merely 
observed, checked, and satisfied himself concerning the basis for his client’s 
representations. Throughout Statement No. 1 the Committee stressed 
its position that the physical tests were additional procedures but that 
otherwise the auditor’s responsibility remained unchanged. 

Two divisions of working papers for the audit of inventories will, there¬ 
fore, be considered: first, those designed for all purposes except physical 
testing, and second, those covering physical tests. 

EXAMINATION OF INVENTORIES: ALL PROCEDURES EXCEPT PHYSICAL 

TESTS 

1. The accountant’s examination of inventories falls naturally into three 
main divisions: 

(a) Accuracy of computations, footings and recapitulations. 

(b) Basis of pricing. 

(c) Quantities, quality and condition.^ 

2. The responsibility of the accountant in the first two cases is clear: 
check the inventories sufficiently to be satisfied as to the substantial ac¬ 
curacy of the clerical work performed and that the goods are valued in 
accordance with the usual commercial practice—that is, at cost or market, 
whichever is lower or on some other reasonable basis which is accepted as 
sotmd accounting practice in the particular trade or business. 

There are many different methods of determining the value of inven¬ 
tories, but they are all, in one fashion or another, concerned either with the 
cost of the inventory or its market value. Cost may be determined on the 
basis of first-in first-out, last-in first-out, retail method, standard costs, 
average costs, or any other method more appropriate for a specific industry 
than these would be. 

When costs are in excess of market prices it is generally considered 
proper to indicate the market value in the balance sheet, either by a 
reserve or by writing down the inventory. In the income account, how¬ 
ever, cost may be used and the difference charged as a separate item, making 
sure that the resulting credit when market prices rise above cost is treated 
consistently. 

This is not the place to discuss the relative merits of the different systems 
of inventory valuations or the applicability of a particular method to a 
particular situation. It is intended merely to point out that while all 
items in an inventory are valued at some cost price or at market, this 
statement is so broad as to be almost meaningless in a particular case 

^ Schedules, pp. 183 to 185 and 192. 
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without a most careful examination of the circumstances to determine 
what cost or what market price is to be used and how it is to be determined. 

The auditor, when he is examining the inventory methods of a client for 
the first time, may well keep in mind Pilate’s immortal question, “What is 
truth?” and say constantly to himself, “What is cost?” 

For auditing purposes inventories may be divided roughly into several 
groups. The procedure for checking them will ordinarily vary somewhat. 
The groups are: 

1. Raw materials and purchased parts, commonly known as “stores,” 
which include all materials that are put into process of manufacture and 
physically become a part of the finished product. 

2. Supplies, which include all materials that are put into process of 
manufacture but are consumed during the process, generally known as 
“indirect materials”; also the materials that, in general, are used to pack 
and ship finished product. 

3. Work in progress, which consists of those raw materials which have 
been put into process of manufacture and all productive labor applicable 
thereto, with a fair proportion of the factory expenses, including supplies. 

4. Partly finished stock, which includes finished parts not yet assembled 
into finished product. This group may, if preferred, be classified as work 
in progress. 

5. Finished product or stock, including all product ready for shipment. 
In the case of a manufacturing concern this will ordinarily represent manu¬ 
factured stock; in a mercantile business it will be purchased stock. 

In each case the auditor in charge should determine the percentage of 
the total amount of the inventory on which prices are to be verified. Com¬ 
prehensive tests ordinarily will be a satisfactory verification; the schedules 
prepared should show conclusively what work has been done. 

After the pricing is completed entries should be drafted in journal form 
to adjust the accounts for any errors of relative importance. A general 
scrutiny should also be made of the inventory sheets in order that large 
quantities which appear excessive or obviously overstated may be brought 
under notice and may be discussed with those in authority. 

To record the errors found in the inventory a schedule should be pre¬ 
pared, supported by subsidiary schedules somewhat as follows: 


Ebrohs in Inventobt December 31,19— 


Inventory 
nheet No. 

Items 

Per inventory 

Should be 

Difference | 

Remarks 

Quantities 

Unit 

price 

Amount 

Quantities 

Unit 

price 

Amount 

Increases 

Decreases 




S 

1 


1 

% 

1 

t 
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The net increase or decrease necessary to correct the book values, which 
would be carried forward to the summary schedule, is the important figure 
obtained from the above detailed schedule, but the detailed information 
contained in the schedule gives the auditor his tie-up with the inventory 
sheets of the client. 

5. Obtain original stock sheets if they are in existence. Test the final 
inventory sheets by comparison with the originals and with tickets, 
cards or other means used in recording the original count. 

6. See that inventory sheets are signed or initialed by the persons re¬ 
sponsible respectively for taking a stock, determining the prices and 
making the calculations and footings. Obtain from a responsible ofiBlcial 
a clear and detailed statement in writing as to the method followed in 
taking stock and pricing it and as to the quantity, quality and condition 
and the accuracy of the inventory as a whole. 

In addition to the preparation of schedules, a full statement of work 
done should be prepared. All interesting points should be noted, such as 
letters seen regarding inventories, contracts, special conversations with 
people about the plant, reasons for abnormally high or very low manu¬ 
facturing costs, etc., and in fact anything that reveals tendencies or general 
policies of the business as to inventories. Commitments should be given 
special attention, probably by the auditor in charge, and the cost-finding 
methods should be described briefly. As stated in Chap. VII, page 118, 
materials specifically earmarked or set aside for construction should not be 
carried in the inventories but should be included in cost of properties. 

7. Test the accuracy of the footings and extensions, especially of the 
la^er items.^ 

8. Make a test comparison of the inventories with the stock records, if 
these are maintained, in support of quantities, prices and values. Any 
material discrepancy should be satisfactorily explained.^ 

9. See that goods which are not owned but are on consignment from 
others have not been included in the inventory. 

10. See that goods set aside for shipment, the title to which has passed 
to customers, have not been included in the inventory. 

11. Whenever a cost system is not adequately controlled by the financial 
accotmting, special attention is required. There is always a possibility 
that orders may have been completed, billed and shipped but not have been 
taken out of the work-in-process records. This is the case especially 
where such reliance is placed on work-in-process records that a physical 

> Schedules, pp. 183 to 185 and 192. 
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inventory is not taken at the end of the period to check their accuracy. In 
such cases compare sales for the month preceding the close of the fiscal 
period with the orders in process shown by the inventory to see that goods 
which have been shipped are not erroneously included in the inventory. 

12. See that no machinery or other material which has been charged to 
plant or property account is included in the inventory. 

13. Make inquiries and tests to ascertain that purchase invoices for 
stock included in the inventory have been entered.on the books. Look 
for post-dated invoices and give special attention to goods in transit. 

14. If it is customary in the particular business to receive deliveries 
under purchase contracts which are not promptly billed, confirm the 
quantities delivered by communication with the contractor. 

As in the case of merchandise in transit a record should be made of all 
goods actually shipped in the previous period (the period covered by the 
audit) but not charged to the customer until the current period (when the 
audit is being made). Schedules should be prepared summarizing the 
work that has been done and containing information somewhat as follows: 


Merchandise Shipped But Not Billed 


Invoice No. 

Customer 
and address 

Date 

charged 

out 

Date 

goods 

were 

shipped 

Description 
of goods, 
pounds, yards, 
etc. 

Unit 

price 

Amount 






$ 

$ 


15. Ascertain that inventories are stated at cost or market prices, which¬ 
ever is the lower at the date of the balance sheet, or determine that any 
other basis which has been adopted is in accordance with sound accounting 
practice in the particular trade or business. Deduct trade discounts in 
determining inventory cost prices. Cash discounts may or may not be 
deducted, depending upon the practice of the trade and of the particular 
company. Market prices may be determined by obtaining current quo¬ 
tations, consulting trade journals and by comparison with recent pur¬ 
chases. Replacement costs should be considered and also selling prices, 
less shipping and selling expenses.' 

In checking the basis of pricing on raw materials and supplies, price 
quotations are needed. They may be obtained from such leading business 
and financial organs as the following: 

Commercial and Financial Chronicle 
New York Journal of Commerce 
' Schedule, p. 183. 
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Weather, Crops and Markets (prepared by the Bureau of Economics of 
the U. S. Department of Agriculture) 

Dun and BradstreeVs Monthly Review 
The Annalist 
Wall Street Journal 

Survey of Current Business (U. S. Department of Commerce) 

Wholesale Prices (U. S. Department of Labor) 

Retail Prices of Fuel and Retail Prices of Food (U. S. Department of 
Labor) 

The Commercial and Financial Chronicle, with its Supplements, is un¬ 
doubtedly the best source from which to verify security prices, while the 
New York Journal of Commerce and Weather, Crops and Markets are 
especially good for commodity prices. 

Other special commodity prices may be found in such well-known 
publications as the following: 

American Builder and Building Age (building materials) 

American Lumberman 

American Machinist (iron, steel, shop supplies, small tools, etc.) 

Brick and Clay Record (brick, tile, etc.) 

Coal Age (coal, etc.) 

Engineering and Mining Journal (gold, silver, and other metals) 

Iron Age (iron ore, pig iron, iron, steel, etc.) 

Metal and Mineral Markets 
Motor Age (auto parts, etc.) 

National Petroleum News (refined products) 

National Provisioner (curing materials, meats, and by-products) 

Oil and Gas Journal 

Oil, Paint & Drug Reporter (paints, oils, varnishes, chemicals, fertilizing 
materials, etc.) 

Paper Trade Journal (paper stock, pulp, etc.) 

Power (plant and electrical supplies) 

Textile World (textiles and textile materials) 

These magazines should be available at the current periodical room of 
any public library, and many of them mil probably be in the possession of 
local offices. It is often desirable to have available in the auditor’s office 
issues of such magazines containing quotations for closing fiscal dates, as, 
for instance, June 30 or December 31. 

It is of special importance that the greatest care be exercised in taking 
price quotations from periodicals, for in not a few cases the auditor has 
made himself look foolish in the eyes of a client merely because the quota¬ 
tion he was endeavoring to use was for an entirely different grade of com¬ 
modity from that appearing in the inventory. It is impossible at times to 
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obtain the quotation desired. The practical thing to do in such a case is to 
take the invoice purchase price of the item actually appearing in the in¬ 
ventory and compare that with the quoted price of other grades of the same 
commodity at the date of purchase of the item in the inventory. Then by 
finding quotations for some of the other grades of the commodity at the 
last day of the period under audit, and by comparing these prices with the 
quoted prices for the same grades at the time of the purchase of the item 
in the inventory, the auditor will be able by comparison to find the ap¬ 
proximate value of the grade included in the inventory. 

Thorough tests of inventory prices should be made and a description in¬ 
cluded with the schedules. This schedule should show very clearly just 
what verification of prices has been made. The kind and grade (or other 
description) of materials should be noted, with unit costs and market 
prices actually used in determining the value of the inventory, and with the 
source of market price given. When significant, the unit price at which 
the goods were sold during one, two, or three months after inventory should 
be included. Later selling prices often go far in revealing whether or not 
the inventory prices were fair, and they are therefore particularly worthy 
of the auditor's careful scrutiny. 

16. In the case of raw materials and merchandise purchased make a 
test comparison of cost prices used with purchase invoices or other sources 
of information. A general examination and test of the cost system in force 
is the best means of checking the cost of the work in process and finished 
goods. See that no selling expenses, interest charges or administrative 
expenses are included in the factory overhead cost (except so far as ad¬ 
ministrative expenses apply to production); that any interdepartmental 
profits and, in the case of consolidated statements, intercompany profits, 
are eliminated from the inventories; and that the factory overhead cost is 
equitably distributed over the various departments, shops and commodi¬ 
ties. Ascertain whether overhead allocation is based on actual production 
or normal capacity. Normal capacity is preferable.^ 

17. If duties, freight, insurance and other direct charges have been 
added, the amounts should be tested to ascertain that they are proper. 

18. Give consideration to the possibility that obsolete, excessive or 
damaged stock may be included in the inventories at greater than real¬ 
izable values; make test of detailed stock records to determine if the 
quantities are reasonable in relation to average consumption and pur¬ 
chases; and discuss with responsible oflEicials. 

19. Make inquiry to ascertain if the company has discontinued the 
manufacture of any of its products during the year; if so the inventory of 

^ Schedule, p. 184. 
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^uch products or parts thereof should be carefully scrutinized and provision 
made for anticipated losses. 

20. In the case of part shipments or uncompleted contracts it is preferable 
not to take up profits except in cases where the information available 
clearly indicates that a partial profit has been realized after making pro¬ 
vision for possible losses and contingencies. Ascertain from the contracts 
the selling prices for contract work in progress and if it is apparent that 
there will be a loss on the completed contract provision should be made for 
the estimated loss. 

21. Check the inventory total by the ‘‘gross profit test,” comparing the 
percentage of gross profit with that of previous years. In a business in 
which the average gross profit has been fairly constant, this test is satis¬ 
factory; if the rate of gross profit is not maintained and the discrepancy 
can not be explained by a rise or fall in the cost of production or in the 
selling price, the difference may be due to errors in the inventories. 

22. Ascertain that the inventories at the beginning and at the end of the 
period are stated on the same basis, determined generally in the same 
manner, or if not, the approximate effect on the operating results.^ 

23. Advance payments on accotmt of purchase contracts for future de¬ 
livery should preferably be shown in the balance sheet under a separate 
heading. 

Contracts for the purchase of materials, when for relatively large amounts 
or when the contract price is considerably above the market price of the 
materials at the closing date of the period under audit, are sometimes 
noted in the working papers, together with the following information (to be 
prepared in schedule form): 

1. Date of the contract 

2. Number of the contract 

3. Parties to the contract 

4. Materials covered by the contract, with quantities, prices and similar 
information 

5. Terms of payment and delivery, freight, etc. 

6. Partial deliveries made up to the close of the period under audit. 

7. Balance of quantities, and 

а. Unit prices and values as shown by the contracts. 

б. Unit prices and values at market quotations. 

8. Reserve, if any, needed to cover difference between contract and 
market price. 

The information called for by the schedule suggests the records, papers, 
etc., to be examined and the procedure to be adopted. Contracts, re- 

^ Schedule, p. 183. 
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cdvii^ records, invoices and correspondence, and prices as given in trade 
papers should be examined in detail or thorough tests should be made. 

24. If stocks have been hypothecated, that fact and the book value of 
the stocks hypothecated should be stated on the balance sheet. 

Many huge companies maintain comprehensive continuous inventory 
records which are subject to periodic and independent physical stocktaking. 
In such cases the accountant should use his best judgment in determining 
the extent of the examination required, but the various points mentioned 
in the program regarding inventories given in this chapter should be 
considered. 

It is proper again to point out the importance of inventories in the audit 
of manufacturing or mercantile concerns. A correct inventory is absolutely 
necessary for the proper determination of the annual profit or loss, and 
consequently of the financial condition of the business under audit. 

There is no item appearing in the books of a business concern demanding 
so varied and so skillful treatment as the inventory item. A knowledge 
of the manufacturing processes and familiarity with cost-finding procedure 
are essential to the auditor if he is to be certain of the effectiveness of his 
verification. Schedules, certificates, statements of work done, etc., must 
be carefully prepared and the auditor must exercise great alertness and 
sound judgment when questions come up for decision. This will require 
of the auditor both technical efficiency and an understanding of the prob¬ 
lems and the organization of the client’s business, as well as the ability to 
deal tactfully with those members of the client’s staff who are responsible 
for the inventory records and valuations. 

EXAMINATION OF INVENTORIES—PHYSICAL TESTS 
Former Procedure 

3. The duties and responsibilities of the accountant in the case of quan¬ 
tities, quality and condition of stock vary with the circumstances; but he 
must rely principally for information as to quantities, quality and condition 
upon the responsible officers and employees of the company. In the case 
of a business which does not call for technical knowledge and presents no 
substantial difficulties, the accountant, by special arrangement with his 
client, may be justified in assuming a greater degree of responsibility than 
in cases where expert knowledge is essential. Make reasonable inquiries 
and tests to ascertain that quantities have been carefully determined and 
that quality and condition have received due consideration. 

4. Obtain copies of company’s inventory instructions and determine how 
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complete the physical stocktaldng has been or whether there has been 
substantial reliance on book inventories. In the latter case inquire how 
frequently they have been tested by physical inventories throughout the 
period. If the accountant can discuss the situation before the actual 
stocktaking, it is desirable that he do so and ascertain the methods to be 
followed. 

Former practice permitted the auditor to rely to a large extent on the 
representations of officers and employees of his client for quantities, quality, 
and condition of the inventory. Tests of the credibility of such represen¬ 
tations by examination and comparison of recorded data were usually made 
and frequently brought errors to light when these were the result of haste, 
lack of care, or misunderstanding of instructions. Experience in several 
celebrated cases proved, however, that these tests failed to discover syste¬ 
matic and deliberate frauds carried out by officers and employees of a 
company working in collusion. 

Where the very records used as a check on the inventory—sales books, 
purchase records, correspondence with suppliers, warehouse and shipping 
documents, and records of purchase and sale commitments were falsified 
in the same manner and to an extent corresponding with the falsification 
of the inventory, what were then regarded as satisfactory and accepted 
auditing procedures could not be relied upon to discover such frauds. 

These conditions were the subject of most careful study by committees 
of the various professional accounting societies, by individual practitioners, 
by the Securities and Exchange Commission, by the New York and other 
stock exchanges, and, to a limited extent, by the courts. 

The Committee on Auditing Procedure of the American Institute of 
Accountants studied the cases and gave consideration to the views of all 
persons and organizations having a legitimate interest in the question. 
Statement No. 1 and the other statements on inventories by the Committee 
were the result of this study. These have been agreed to by all concerned 
as representing accepted auditing procedure. 

They are practically mandatory on accountants. Clients have accepted 
the additional expense. Credit grantors, as well as the stock exchanges 
and regulatory bodies, generally require compliance with them. 

Statement No. 1 — October, 1939 

The report emphasized that it was the ultimate responsibility of the 
independent certified public accountant to adopt such procedures as in his 
professional judgment he deemed appropriate, but recommended that 
certain additional procedures regarding inventories should be considered 
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as generally accepted practice. It further recommended that, where these 
additional procedures regarding inventories had not been undertaken, that 
fact should be disclosed in the auditofs report or opinion. 

In its supplemental report presented to council under date of September 
18th, the committee explained the term “physical tests’* and indicated 
that in his capacity as auditor the independent certified public accountant 
could properly attend at the inventory-taking arul observe the methods of 
taking the inventory, making in conjunction therewith such suitable in¬ 
quiries or requiring such test checks under his observation as he deemed 
advisable, and that such a program was within the meaning of the term 
“physical tests.” 

The auditofs duty was increased in that the additional procedures were 
adopted as generally accepted practice wherever they are practicable and 
reasonable, but beyond this the auditofs responsibility remained un¬ 
changed. The responsibility of the management for taking proper inven¬ 
tories was again emphasized. 

Added steps may well be taken to give greater assurance with regard to 
inventories. The extent of such additional procedures will necessarily vary 
with the circumstances, because the independent auditor is justified in 
giving consideration to the effectiveness of the internal check and control as 
applied not only to book records, but also to the procedure of taking phys¬ 
ical inventories. But, however extensive these may be, the training ami 
experience of an independent certified public accountant do not qualify him 
as a general appraiser, valuer, or expert in materials. The public should 
understand that, while he can in his capacity as an auditor undertake addi¬ 
tional procedures as to inventories, such procedures do not invest his 
opinion with a degree of authority which he does not claim for it or impose 
upon him a measure of responsibility which the nature of his work does 
not justify. Such procedures are only for the purpose of satisfying him¬ 
self as to the credibility of the representations of the management regard¬ 
ing quantity and condition. 

Taken in consideration with foregoing discussion of auditing procedures, 
the following recommendations are made concerning inventories: 

(A) That hereafter, where the independent certified public accountant 
intends to report over his signature on the financial statements of a con¬ 
cern in which inventories are a material factor, it should be generally 
accepted auditing procedure that, in addition to making auditing tests and 
checks of the inventory accounts and records, he shall, wherever practicable 
and reasonable, be present, either in person or by his representatives, at 
the inventory-taking and by suitable observation and inquiry satisfy him¬ 
self as to the effectiveness of the methods of inventory-taking and as to 
the measure of reliance which may be placed upon the clienfs representa- 
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tions as to inventories and upon the records thereof. In this connection 
the independent certified public accountant may require physical tests of 
inventories to he made under his observation. 

In cases where the inventory is determined solely by means of a physical 
inventory at the end of the accounting period (or at a date prior or subse¬ 
quent thereto hut within a reasonable time thereof, with adequate records 
supporting the interim changes), it will ordinarily be necessary for the fore¬ 
going procedures to be followed at that time. 

In cases where the concern maintains well kept and controlled perpetual 
inventory records supported by (1) a complete physical inventory at a date 
not coincident with the balance sheet date, or (2) physical inventories of 
individual items taken from time to time so that the quantity of each item 
on hand is compared with the inventory record for that item at least once 
in each year, it will be satisfactory to undertake the procedure outlined at 
any interim date or dates selected by the auditor, his purpose being to 
satisfy himself as to the credibility of the perpetual-inventory records and 
whether they may be relied upon to support the inventory totals as shown 
on the balance sheet. 

(B) That hereafter, in the case of inventories which in the ordinary 
course of business are in the hands of public warehouses or other outside 
custodians, direct confirmation in writing from such custodians, is ac¬ 
ceptable procedure; except that, where the amount involved represents a 
significant proportion of the current assets or of the total assets of a con¬ 
cern, the independent certified public accountant shall make supplementary 
inquiries. 

It should be clearly understood that in undertaking these auditing pro¬ 
cedures regarding inventories, the independent certified public accountant 
does so for the purpose of satisfying himself as to the credibility of the 
representations of the management regarding quantity and condition and 
does not hold himself out as a general appraiser, valuer, or expert in 
materials. 

The general adoption of such added procedures regarding inventories 
may necessitate procedural changes on the part of clients. So many 
corporations close their books upon a calendar-year basis that it is doubtful 
whether the profession as at present organized can undertake the addi- 
tiorud work adequately and satisfactorily on the last day of each year. 
Many corporations do not have adequate perpetual inventory records and 
greater use of them should be encouraged. 

The extension of procedures regarding inventories would be greatly 
facilitated if each concern adopted its natural business year instead of the 
calendar year as its fiscal year, and introduced continuous well kept per¬ 
petual inventory records. 
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The proposed changes mil take time to bring about, and in the mean¬ 
time the profession may well be faced with the necessity of submitting 
qualified reports in those cases in which it has been impracticable to carry 
out the added procedures. 

Statement No. 8 — September, 1941 

In the case of inventories, the recommendations of the bulletin *‘Ex- 
tensions of Auditing Procedure** indicate that where there is a well kept 
and controlled perpetual inventory record, the procedures with regard to 
inventory quantities may also be undertaken at a date other than that of 
the balance sheet. Here too, it is possible that this work could be “stag¬ 
gered** throughout the year if the necessary conditions mentioned in the 
bulletin are present. If so, a qualification would also be unnecessary as 
to the scope of the interim examination in respect of inventory quantities. 
However, where “well kept and controlled perpetual inventory record^* 
are not tied in with the inventory-control accounts maintained in dollars, 
it is essential that such quantity records be tied in with the dollar controls 
as of the date of the balance sheet or at some date within a reasonable 
time thereof. 

With regard to inventories it is the opinion of the committee that the 
standards of auditing procedure applicable to regular semi-annual and 
annual statements are likewise applicable to interim statements if an 
opinion is to be expressed. The same is true as to auditing standards 
applicable to other items in the financial statements, such as securities, 
bank balances, liabilities, etc., though with the closer contact and greater 
familiarity with the business which periodical interim examinations give 
the auditor it may be unnecessary to carry through in as complete detail at 
interim dates all the procedures customary at the year-end. 

Statement No. 10 — June, 1942 

There are many companies with reasonable internal control over inven¬ 
tories where physical inventories are taken during the year either at 
selected dates or at times when stocks are low. Naturally the accountant 
in these cases can make the physical examination of inventories at the 
same date or dates as his client. 

Statement No. 17 — December, 1942 
Physical Inventories in Wartime 
The Problem 

Among the many problems arising out of the war which particularly affect 
accounting is the one created by the failure of a company to make a physical 
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count of its inventory, either all at one time or on a staggered basis through¬ 
out the year. Many companies have omitted such physical inventories 
this year, either voluntarily or by direction of the government, in order not 
to interrupt necessary production of war materials. 

The foregoing circumstances raise questions as to (1) what additional or 
altemative auditing procedures can and should be undertaken to remedy 
the omission and (2) the effect on the independent accountant’s short form 
of report. If the company does not undertake to make the customary phys¬ 
ical count of goods in the inventory, the independent accountant obviously 
cannot make the usual observation or physical tests thereof in accordance 
with generally accepted auditing procedure.^ Under these circumstances, 
to what extent is he justified in relying on altemative procedures to satisfy 
himself as to the fairness of inventory amounts and what is the effect on the 
accountant’s report? For example: 

(a) Is it proper for the independent public accountant to render a report 
or opinion, with an exception as to the amount of the inventories? 

(b) If the inventory is material, would such exception be sufficiently 
important to require a disclaimer as to the ability to express an opinion on 
the financial statements as a whole? 

Discussion 

Since proper answers to the foregoirtg questions will depend upon the 
circumstances in each case, the committee does not here undertake to 
reach categorical conclusions thereon. It believes that the conclusions in 
a particular case should be left to the judgment of the individual accountant 
determined on the basis of certain general underlying considerations. 
However, in order to clarify the various issues, there are set forth herein 
suggestions as to altemative auditing procedures and assumed circum¬ 
stances which will influence the decision. 

Significance of Physical Inventories 

The committee desires to emphasize the fundamental difference between 
(a) the taking of physical inventories by a client and (b) the observation of 
the inventory taking or the testing of the inventories by the independent 
public accountant. The determination of inventory quantities, either by 
complete periodic physical inventory or by a consistently planned and 
executed system of staggered physical counts and adjustment of inventories 
throughout the year in connection with perpetual inventory records, is an 
important part of the accounting function of a corporation in reporting its 
financial position and the results of its operations. It is an essential re¬ 
sponsibility of the client to determine the amount of inventory to be 

' Statements on Auditing Procedure No. 1. 
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incorporated in his financial statements. The function of the indefierulent 
accountant, on the other hand, is to satisfy himself concerning the credi¬ 
bility of the representations made by the client; such function, however, 
should in no sense be regarded as a substitution for the taking of a 
physical inventory by the client. 

Where adequate book records of inventories are not kept, the taking of 
a physical inventory by the client is essential to the presentation of satis¬ 
factory financial statements; otherwise, relatively unreliable artd rough 
estimates of inventories, obtained by the gross profit method or some 
similar calculation, must be used. These at best are merely calculations 
of the amount that should be on hand and not a determination of what is 
on hand. Where adequate book inventory records are maintained, the 
periodic physical inventory sometimes reveals substantial differences from 
book amounts, even in normal times. In wartime, the very circumstances 
which are offered as reason for refraining from the usual physical inventory¬ 
taking {i.e., high production, multiple-shift operation, constant pressure, 
overtime work, shortage of manpower, employment of less efficient per¬ 
sonnel, etc.) are likely to render present book records less reliable than 
usual. No amount of supplementary work by the independent accountant 
can thus completely remedy the basic weakness resulting from the clients 
failure to provide some form of physical inventory. 

In spite of the fundamental importance of physical inventories, recog¬ 
nition must, nevertheless, be given to the demands of the war program 
and to the fact that many companies are in fact compelled by circumstances 
to omit such procedure. However, it is urged that such omission be con¬ 
fined to those parts of the inventory where it is unavoidable and that the 
company undertake a physical count {either at one time or on a staggered 
basis) of all other parts of the inventory. In such cases particular care 
should be exercised to see that purchased materials, parts, sub-assemblies, 
etc., included in such physical counts, are not included also in the book 
balances of those parts of the inventory not physically counted. 

It will no doubt be found that in most cases a physical inventory can be 
taken of the raw materials, supplies, and finished goods without interrupting 
production of war goods, and that it is the physical count of the work-in¬ 
process inventory which would be most likely to hamper such productioru 
The following discussion of auditing procedures, therefore, refers primarily 
to work in process, on the assumption that the company will usually be able 
to make a physical check, either at one time or on a staggered basis, of the 
other parts of the inventory. 

Alternative Procedures 

Where no physical inventory of work in process is taken by a company, 
the inventory amounts must necessarily be based on book records, and the 
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independent accountants dltemative procedures must he based on such 
records. To the extent that the worh-in-process inventory can be broken 
doom and a section or sections of it can be checked by the independent 
public accountant by physical inspection without interrupting production, 
consideration may well be given to whether these procedures are an ac¬ 
ceptable dltemative. Where physical inspection cannot be made by the 
independent public accountant, the only remaining procedures available 
are confined to the accounting records and statistical data. Reliance upon 
them would require sufficient tests of such records and supporting data, 
based on a careful review of the system of accounting and internal control, 
to satisfy the accountant, as far as is possible in such a limited examina¬ 
tion, as to the fairness of the inventories as a whole. 

Probably the most satisfactory accounting record of work in process is a 
perpetual inventory record which ties in directly with a general ledger 
control account. In many cases, however, general ledger control accounts 
of work in process are not supported by formal perpetual inventory records, 
but by some form of underlying detailed cost records. Properly main¬ 
tained, such detailed cost records may in some cases be equivalent to 
perpetual inventory records relating to work in process, and are, therefore, 
sometimes susceptible of staggered physical check. This is particularly 
true of those industrial operations which are basically of the “job cosf’ 
type, which is characteristic of some companies engaged on war contracts 
where the continuance of production is vital. However, it should be 
pointed out that the work-in-process inventory is constantly changing in 
form and amount and its complicated nature requires of the independent 
accountant a greater degree of skill than is ordinarily required in the case 
of raw material or finished stock. 

There will no doubt be cases where the only accounting record of work 
in process is a general ledger account, there being no underlying detailed 
cost records which would serve as a basis for validating the total amount 
of work in process. Under such circumstances the total dollar amount 
could not be checked without listing the quantities of all the stock covered 
by the general ledger account and extending them at cumulative unit costs; 
test checking of quantities, therefore, would not be feasible. The ac¬ 
countant could make an exhaustive test of the entries by which the book 
amounts had been developed, but this could not be considered as a satis¬ 
factory substitute for a listing of the stock and physical inventory by the 
company. 

Where a company maintains a current book record of the amount of 
work in process, whether supported by detailed, records or not, actual or 
estimated costs must be used as a basis for relieving the account of goods 
sold or transferred U> finished stock. The independent accountant should 
undertake a careful review of such costs in order to satisfy himself as to 
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their propriety in the light of erdsting conditions. Particular consideration 
should be given to the advisability in many cases of revising, or weighting, 
standard costs to conform with new cor^itions, such as change-over from 
civilian to war production, greatly increased production, higher wages and 
material costs, deferred repairs and maintenance, etc. Obviously, stand¬ 
ard costs based upon normal production are not suitable without review, 
and probably modification, for production on a greatly increased scale. 

In addition to the usual accounting records, production and engineering 
data will often furnish further evidence as a basis for over-dll and specific 
tests to support, within broad limits, the reasonableness of book inven¬ 
tories of work in process. Such data may include production schedules, 
records of units in process at the balance sheet date and completed there¬ 
after, reports of engineers as to percentage of completion of contracts, per¬ 
centage of capacity of operation, etc. Information as to units and cost of 
goods completed shortly after the inventory date may be especially helpful 
to the accountant in substantiating the work-in-process inventory. 

In the case of all companies using strategic materials subject to priority 
ratings, and particularly those engaged on war contracts calling for essential 
military equipment and supplies, there is an obligation to maintain some 
form of production scheduling and planning records in order to comply 
with W.P.B. reporting requirements and regulations. These records 
governing the flow of materials can serve also as a helpful medium for 
corroborating the credibility of the related inventory amounts. 

Experience has shown that in many cases the difficulties arising in the 
absence of ordinary physical inventories can be minimized by consultation 
between the accountant and his client in advance of the year-end. For 
example, arrangements can be made for partial physical inventories or for 
the preparation of data supporting the work in process. In some cases it 
may be feasible to take physical inventories on a staggered basis where it 
would be inexpedient to take them all at one time. 

The aforementioned alternative procedures which might be undertaken 
by the independent accountant where a company fails to make a physical 
check of all or part of the inventory, are set forth on the assumption that 
the company has some form of book record of inventory. Otherwise, the 
amount of inventory would have to be determined by very rough over-all 
estimates which in most cases would be too unreliable to provide a basis 
for an informed opinion as to the financial statements as a whole. 

5. Obtain original stock sheets if they are in existence. Test the final 
inventory sheets by comparison with the originals and with tickets, cards 
or other means used in recording the original count. 

6. See that inventory sheets are signed or initialed by the persons 
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responsible respectively for taking the stock, determining the prices and 
making the calculations and footings. Obtain from a responsible official 
a clear and detailed statement in writing as to the method followed in 
taking stock and pricing it and as to the quantity, quality and condition 
and the accuracy of the inventory as a whole. 

Increased Responsibility of the Auditor 

These statements indicate what the Committee on Auditing Procedure 
regards as generally accepted auditing procedure as applied to inventories. 
Statements covering specific inventory problems are also included in this 
chapter. The increased responsibility of the auditor in the audit of inven¬ 
tories calls for a corresponding increase in the care and skill with which 
the working papers covering physical tests are prepared. 

Natiure of Physical Tests 

As the inventory procedures are merely a test, the usual rule holds that 
a test of a small sample carefully carried through is of more value than a 
much more extensive test not fully tied in and correlated. Observation 
of physical inventory taking is of little value unless some of the quantities 
of the material under observation are noted in such a way as to make it 
possible to trace them into the financial records. Examination of system 
and methods (Questionnaire, page 189) is valuable but, if a test is being 
made of its operation, specific items must be traced through the records. 

Auditor Not a Valuer 

Statement No. 1 makes it clear that the auditor has not receded from his 
traditional refusal to represent himself ‘‘as a general appraiser, valuer, or 
expert in materials.” The coverage of the physical tests made by the 
auditor is, therefore, discretionary with him. The percentage of quantity 
or value covered does not, necessarily, indicate whether the coverage is 
satisfactory. 

“Book” Versus “Physical Inventories” 

In a merchandising enterprise the problem of physical inventories is 
simple in principle: there are so many distinct items to be described, classi¬ 
fied, counted, and priced. Invoices and other purchase records make the 
work still simpler. But in many manufacturing enterprises the situation 
is highly complex. In large-scale modem industry, particularly where the 
materials change their physical or chemical character and lose their identity, 
the distinction between a “book” and a “physical” inventory is sometimes 
difficult to make. 

If, in a chemical or metallurgical plant, the chemists should make tests 
of solutions or electrolytes and from these and the rated capacity of the 
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tanks or vats in operation calculate the content of chemicals or metals in 
solution, it would be the closest possible approximation to a physical inven¬ 
tory. A physical test might consist of a visual inspection of the tanks or 
vats, observation of a few chemical tests, and a test check of the records 
and calculations of the engineers and chemists, using the observed chemical 
test. 

This would qualify as a physical test but the reliance on records and data 
other than those covering physical count or weight or measurement is 
obvious. In almost every plant the physical inventory is based, to some 
extent, on records and the book inventory is dependent, in some degree, 
on actual measurement or weight. The auditor should bear this rather 
ambiguous situation in mind and should remember that any particular 
inventory problem is as complex as the manufacturing process or operations 
of the enterprise. A satisfactory solution of the inventory problem can be 
reached only after the auditor has a thorough grasp of the technical and 
operating system. 

Understanding of Client’s Operations 

This does not mean the auditor is expected to know how to operate the 
plant nor must he become an expert in certain materials and processes. 
He must understand rather than know. It is not difficult to understand 
how a lathe producing precision parts with a tolerance of 0.0001 inch 
operates. It is an extremely difficult technical job to make it perform and 
to know, by proper inspection, that it does perform. In order to form an 
idea of how the inventory should be taken and how he may plan a proper 
physical check, the auditor must understand how the process operates, 
what to look for in the way of scrap, and how costs are accumulated. It 
is not necessary for the auditor to be familiar with the intricate chemical 
reactions that take place in the manufacture, say, of plastics or synthetic 
rubber but he must know that such chemical phenomena are present, what 
materials are required, and what the process is. 

From this point of view, few industrial processes are totally incompre¬ 
hensible. A general understanding is not difficult to achieve, whereas the 
knowledge necessary to provide exactly right conditions or facilities for 
successful operation would require specialized training. The distinction is 
somewhat the same as that between “right opinion” and “knowledge” in 
the Greek philosophic systems. The accountant is required to have knowl¬ 
edge only of his own work. He must know accounting practice and methods 
thoroughly as well as the underlying theory. He must be able to criticize 
faulty accounts. He must be able to construct accounting systems and 
apply them. He must be able to guide and instruct others. 

But he is not required to have as thorough and exact knowledge of his 
client’s business. He must have this knowledge of his client’s accounts 
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but all that is required of him so far as his client's operations are concerned 
is a general understanding of the nature and purpose of the business, the 
types of materials used, the processes involved, and the market or dis¬ 
tribution methods. This information is easily available. Nontechnical or 
at least comprehensible descriptions of most industrial processes may be 
found in the standard encyclopedias. Popular articles on particular indus¬ 
tries, e,g., those published by Fortuney are valuable. The companies them¬ 
selves often publish descriptions of plants, processes, or products. Case 
studies of cost problems in particular industries, such as those published by 
the National Association of Cost Accountants, necessarily include a brief 
description of the nature of the business. Trade journals and government 
publications often give the statistical position of an industry and its price 
structure. 

All this, of course, is merely preparatory to actual inspection of the plant 
and talks with operators. Most technical men are glad to discuss their 
problems and achievements with an interested listener, and this sort of 
information is most important in planning and carrying out the audit of 
inventories. Here every step must be taken to correspond with the client's 
operations and procedure. If raw materials are in bales or in numbered 
lots, the observer should be able to check off the numbers and later trace 
them to the records. If the inventory is one of work in process, the phys¬ 
ical count should be so recorded as to make it possible to check it with the 
records of the department or production center. 

Purpose of Physical Tests 

A mere count of physical property without reference to records would be 
worthless. The purpose of physical tests is twofold: first, to satisfy the 
auditor that a system exists and is operating and, second, that quantities 
shown by the records to be on hand are actually in the inventory. Sched¬ 
ules of physical tests of inventory are shown on pages 187 to 191. Ex¬ 
amples of notes taken during a check of a physical inventory are shown 
on page 187. 

WRITTEN REPRESENTATIONS OF CLIENTS 

Statement No, 4 — March, 1941 

Written Representation Covering Inventories 

Blank Company, 

Certified Public Accountants, 

Blank Street, City 
Dear Sirs: 

In connection with your examination of the accounts of {blank company) 
and more particularly in connection with your examination of the {blank 
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(Mjnpany or department) as at {blank date), we hereby make the following 
statements and representations concerning inventories of {blank company): 

A. Quantities and Amounts 

B. Title and Ownership 

C. Prices and Calculations 

D. Commitments 

E. Condition 

The foregoing constitutes a fair statement of quantities and valuations 
of the respective inventories as at {date as of which audit is made) to the 
best of the knowledge and belief of the undersigned. 

{Signature) 

{Date signed) 

Notes on Written Inventory Representation 

General 

The representation may be prepared either for one or several classi¬ 
fications of material, as raw materials, goods in process, finished goods, 
supplies, and may be subdivided if convenient, and if the amount is suf¬ 
ficiently important, into separate representations for the inventories in 
particular departments or plants. It is preferable for the representation 
to specify the particular location of the inventory by plant or warehouse. 

The officials and employees who sign the representation are usually 
asked to state that the inventory was taken under their direction. In 
the case of junior executives, this would mean under their direct super¬ 
vision. In the case of executive officials it would mean under their 
general instructions. 

The items listed for attention and consideration under the various head¬ 
ings shown in the skeleton form for inventory representation are all re¬ 
ported to have been used by some of the fifty-two firms who have cooper¬ 
ated with the subcommittee in making this inquiry. There are some items 
common to the representations of practically all firms reporting while 
others are included in the representations of a much smaller number of 
firms depending, presumably, in many cases on the nature of the practice 
or the particular trades or industries in which a majority of a firm’s clients 
may operate. The list of items to be considered under each heading may. 
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therefore, he regarded as a maximum rather than a minimum and it is 
quite likely that there will be few cases in which every item mil be ap¬ 
plicable. 

A. Quantities and Amounts 

The items falling under this heading are: 

1. A classification of the inventory as between, say, raw materials, goods 
in process, finished goods, supplies, etc.; 

2. A statement that the inventories covered by the representation were 
taken under the direction of those signing the representation; 

3. A statement that the inventories were taken in accordance with 
inventory instructions, copies of which had been delivered to the 
auditors; 

4. A statement that the quantities were correct and were determined by 
actual count, weight or measurement under the supervision of an official 
of the company on a specific date; 

5. A statement that the books have been adjusted to the physical in¬ 
ventory, that all adjustments between book values and physical inventories 
have been made, that any adjustments necessary because inventories were 
taken at a date different from the close of the fiscal year have been made 
and that the books have been closed on the bases of such physical inven¬ 
tories; 

6. If a physical inventory was not taken, a statement that an adequate 
perpetual-inventory system is maintained and the foregoing quantities and 
amounts are in agreement therewith; 

7. Where perpetual inventories are relied on, a statement as to the 
frequency and coverage of physical tests; 

8. Where there are methods of inventory-taking in use which are gen¬ 
erally considered to be physical but which are, to a certain extent, cal¬ 
culated or based on records (as, for instance, where the determination of 
the content of tanks of chemicals, fuel oil, or similar material has been 
made by physical or chemical tests or the calculation of a pile of coal, 
stone or similar material by an engineering calculation) a statement to that 
effect. 

B. Title and Ownership 

Under this heeding there are included in the various forms of written 
representations submitted by the cooperating firms statements that the 
inventory as shown by the books adjusted as described above: 

1. Is the unencumbered property of the company and includes no ma¬ 
terial held on consignment from others, except: 

2. Has not been pledged as collateral, except: 
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3. Includes no items billed by the company prior to {date as of which 
audit is made); 

4. Includes no items not paid for or for which the liability has not been 
taken into account; 

5. Is subject to no liens or other encumbrances for duties, taxes or 
similar items which have not been taken into account with the specified 
exceptions. 

C. Prices and Calculations 

This caption includes statements that: 

1. The inventory is priced at the lower of cost or market with a general 
statement of the basis on which this cost is determined, as first-in, first-out, 
average, last-in, first-out, or the like {where any method representing an 
unusual or not generally recognized practice is used, the form sometimes 
requests this to be described fully); 

2. The basis of pricing and method of computation are the same as used 
for the previous period, and unless definite instructions have been given 
to use different methods or principles in pricir^ the inventory, a statement 
that the inventory basis is the same as that used for the previous period; 
the company’s own internal check ami the independent audit should dis¬ 
close variations from the method prescribed which were made in error, 
which this item is presumably not intended to cover; 

3. The method described does not place a value on the inventory in 
excess of cost; 

4. The prices used for materials are not in excess of the replacement 
cost at the date as of which the audit is made; 

5. The replacement cost of inventory has not materially declined be¬ 
tween the date as of which the audit is made and the date on which the 
representation is signed; 

6. If the inventory is valued at market, where market is below cost, the 
market price is determined by some recognized method which is to be 
described. 

D. Commitments 

Where this item is covered by inventory representations, it is generally 
provided that statements should be made that: * 

1. No sales commitments exist below inventory prices; 

2. No purchase commitments exist at prices in excess of current market 
as of the date of the balance sheet except; 

3. No purchase or sales commitments exist in excess of normal require¬ 
ments, with specified exceptions. 
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E. Condition 

The forms submitted included statements to the effect that no slow- 
moving, obsolete, damaged, depreciated or deteriorated materials or 
merchandise are included in the inventory at prices in excess of net realiz¬ 
able value. 

Signature 

The number of signatures and the position and title of those signing the 
representations for the client company vary greatly in the different forms 
of inventory representations submitted. In many cases, a single signature 
or general approval of an executive official only is asked for, while in others, 
separate signatures of junior executives responsible respectively for quan¬ 
tities, values and prices, and condition are required in addition. In gen¬ 
eral, where officials or employees sign separately for quantities, values and 
prices, and condition, it is contemplated that they do so as a matter of 
direct personal knowledge. 

The signature for general approval may or may not indicate direct 
personal knowledge. This signature may be that of a general executive 
who signs merely on the basis that he has given instructions to subordi¬ 
nates on whom he relies and who, he assumes, are carrying out his in¬ 
structions and their duties correctly. In a smaller concern the signature 
for general approval will probably indicate greater specific knowledge on 
the part of the official signing than in a larger organization. 

Under former practice the auditor relied heavily on the certificate or 
written representation on inventories. Although it is now supplemented 
and checked by physical tests it is still essential. 

An official will be much more careful when signing a formal document 
delivered to a third party than he will be when merely passing on an entry 
in his records. Furthermore, a properly drawn inventory certificate may 
bring facts and situations to an officiaFs notice that might otherwise have 
escaped him. 

Physical tests give little information to the nonexpert auditor on the 
condition of the inventory and none at all on any of the other questions 
covered by an inventory certificate, except quantities. 

Examples of inventory certificates are shown on pages 186 and 193. 

SPECIAL SITUATIONS 
Statement No. 3—February, 1940 

As to the added procedures regarding inventories of department stores, 
instalment houses, chain stores, and other retailers, it is likewise believed 
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to be practicable and reasonable for the auditor to participate by suitable 
observation at the time inventories are determined by physical count by 
the client, or to require physical tests of inventories to be made under his 
observation. The method, extent, and time of applying this extension of 
auditing procedure necessarily will vary with the circumstances, and the 
procedures will be undertaken in addition to the usual auditing tests and 
checks of the inventory accounts and records, with due consideration to 
the ^ectiveness of the internal check and control as applied not only to 
book records, but also to the procedure of taking physical inventories. 

Here again there is a distinction between large institutions with a great 
number of branches and jor departments and the more compact or simple 
organizations, because the volume of transactions requires more than 
ordinary division of duties, affording opportunity for more effective internal 
control. In such cases, the observation or tests of physical inventories 
may well be limited to a relatively small number of branches or depart¬ 
ments, and the larger the number of branches or departments and the 
more effective the internal control, the smaller may be the percentage to 
be covered; and in unusual cases quite a small percentage may well be 
proper. 

The auditor*s purpose is to satisfy himself as to the credibility of the 
clienfs representations concerning inventories, but he does not hold him¬ 
self out as an appraiser, valuer, or expert in materials. The auditor does 
not “take,** ‘^determine,” or ‘‘supervise* the inventory. These operations 
are undertaken by management, antecedent to its primary representations 
concerning quantity, condition, and value of the inventories. The inde¬ 
pendent certified public accountant “observes" these procedures in his 
capacity as an auditor, for the purpose of satisfying himself as to the fairness 
of representations made by the client, but he does not, and should not in 
his ordinary capacity as auditor, make the original determination. Within 
these clear limitations, it is believed that observation of the taking of in¬ 
ventories of department stores, instalment houses, chain stores, and other 
retailers is “practicable and reasonable" and, therefore, to be considered 
“generally accepted auditing procedure." 

Statement No. 16 — December, 1942 

Several questions bearing upon the interpretation of statements con¬ 
tained in “Extensions of Auditing Procedure" and relating to procedures 
applicable in specific cases, have been directed to the committee. The 
committee believes that an expression of its mews on these questions will 
be helpful to practicing accountants and other interested parties ar^ accord¬ 
ingly has set them forth herein. In general it is the committees view that 
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the procedures outlined in the individual cases described meet the re¬ 
quirements of generally accepted auditing standards. 

/. Materials Stored in Piles {Scrap Iron, Iron Ore, Etc.) 

Query: What can the independent auditor do to satisfy himself that 
quantities of materials stored in piles have been fairly determined where 
external measurement or survey of the piles may be inadequate for the 
following reasons: (1) the ground on which the pile rests may not be level; 
{2) the material may comprise both heavy and tight metal, making it im¬ 
practicable to use a common measure of weight per unit of volume; (3) the 
extent to which the pile has sunk into the ground may not be determinable; 
or {4) the density of the pile may not be uniform due to a variety of shapes 
causing uneven packing? 

While physical confirmation of quantities by the independent auditor 
would not be practicable and reasonable in such circumstances, there may 
nevertheless be other factors which may guide him in either accepting or 
declining to accept the representations of his client. 

One such factor may be the operating and accounting practices of the 
client in respect of the piles. A company, for instance, may operate more 
than one pile of material under an arrangement whereby no pile is increased 
by adding more material after withdrawals of materials have once started. 
In this way, one or more piles will continuously grow by receipts without 
any diminution by withdrawals, while a previously completed pile will be 
drawn upon. Every pile in turn will be completely liquidated, whereupon 
a check can be made upon the accuracy of the record of its content and 
usage. 

Under such conditions, the auditor would have available for his examina¬ 
tion information showing adjustments which have been necessary in the 
past in respect of completely used piles. This will be valuable evidence 
bearing on the accuracy of the records and on the credibility of the manage¬ 
ment’s representations based thereon. His further examination would in¬ 
clude auditing tests and checks of the stock pile records to the extent indi¬ 
cated by the internal control. 

On the other hand, a company may operate one or more piles, each of 
which may undergo concurrently additions for material received and with¬ 
drawals for material used. In such a situation the company’s procedure 
does not permit adequate periodic corroboration of stock pile records, and 
this fact should be suitably disclosed if the amount is material and there is 
not adequate supporting evidence of some other character by means of 
which the auditor can satisfy himself. 
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II. Inventories of Packaged Materials {Barrels, Boxes, or Bags) 
Stacked in Solid Formation 

Query: What, if any, special procedures should an independent auditor 
adopt in the case of large quantities of packaged materials stacked in solid 
formation? 

The independent auditor sometimes encounters a situation where 
packaged materials contained in barrels, boxes, or bags are stacked in a 
solid formation of considerable width and depth. In such cases, the pos¬ 
sibility of fraud perpetration exists by means of a so-called “hollow square'’ 
within the allegedly solid formation. 

It should be borne in mind that physical stock taking is not the sole evi¬ 
dence on which the auditor bases his opinion. The physical stock taking 
and the records are complementary and each corroborative of the other. 
Where the records are defective or rvot supported by adequate internal 
check and control, the physical inventory is the principal source of reliance. 
On the other hand, where the reverse situation exists and especially where 
“staggered" inventory checks are made, the physical inventory is primarily 
a check on the records. The possibility of fraud under these conditions is 
minimized. 

For example, a sugar refinery which kept its raw sugar {in bags) in 
separate piles for each lot, had received into its bonded warehouse within 
two weeks of the inventory date a cargo of raw sugar. The auditor had 
the evidence of the stock records, the receiving records, the invoice and 
other documents as to the quantities involved. He was also satisfied from 
his inquiries in the warehouse that the sugar had only recently been re¬ 
ceived and put in its present location. By means of this evidence and his 
own inspection he was able to satisfy himself without further precautions 
against a “hollow square." 

In other circumstances, where the amount of the inventory involved is 
material and where the corroborative evidence is not so strong, it may be 
an inescapable duty of the auditor to have someone inspect the merchandise 
from above or to require the client to move enough of the goods in solid 
formation to preclude the possibility of the existence of a “hollow square." 
This latter type of inventory situation emphasizes the need for the earliest 
possible planning by the auditor with the client, as far in advance of the 
inventory date as possible, in order that stacked goods may be so “de¬ 
ployed" as to obviate the existence of a “hollow square." 

It is not possible, in the opinion of the committee, to set up uniform 
procedures which will apply in all cases. The procedures must be de¬ 
termined by the exercise of judgment in the light of all the circumstances 
of the particular situation. 
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III. Chain Stores 

Query: What audit procedures are usually followed by the irulependent 
auditor in his observation of the taking of physical unventories of (a) 
grocery chain stores and (b) chain stores selling miscellaneous merchandise 
at prices from S cents to $1.00 and generally known as variety chain stores? 

In the first place, one can hardly speak of procedures usually followed, 
when different circumstances in different cases may naturally call for vari¬ 
ations in procedures; these case studies are illustrative for the particular 
conditions recited in each. 

In considering the inventory problems which arise in connection with the 
examinations of the accounts of all types of chain stores, a distinction must 
be made between the chains with a relatively efficient system of internal 
check and control carried out through the head office organization and 
records or otherwise, and chains whose system of internal check and con¬ 
trol is limited. The scope of the examination will depend to a considerable 
extent on the conditions existing in this respect. 

In the case of chain store organizations having a large number of stores 
or units, it is not practicable and reasonable for the independent auditor to 
observe inventory taking at many locations. He must, therefore, devise 
or utilize a plan through which he can be satisfied as to the authenticity of 
the inventory records. 

Practically all of the larger grocery chain store organizations maintain 
inventory controlling records at the head office and have a very close con¬ 
trol by dollar amounts of inventories at individual locations. The pro¬ 
cedures outlined below were those adopted in an examination of the ac¬ 
counts of a grocery chain which operated over 800 stores served by a single 
central warehouse, and had an adequate system of internal check and 
control. It maintained control of the store inventories by the retail method, 
charging each store’s inventory account with the selling price of merchan¬ 
dise shipped to the store and crediting it with the sales proceeds, price re¬ 
ductions, etc. In this instance, the company employed inventory crews, 
who, from time to time throughout the year and at least three times an¬ 
nually, visited all of the retail stores without previous notification to the 
store manager and took the inventory at retail prices. The total amount 
of the inventory as reported by the inventory crews was compared by a 
member of the head office organization with the store’s inventory account. 
If a large shortage or overage developed further investigation was made. 
In addition, at the end of the fiscal year each store manager under the 
general supervision of a district manager took a physical inventory, also at 
retail prices. 

The independent auditors satisfied themselves as to the physical exis- 
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tence of the stores by seeing that bank deposits were made by each store 
representing store sales, or by reference to reports of the inventory crews 
on the inventories they had taken, by review of tax records, or by other 
available means. 

Having in mind that the inventory in an average store was not more than 
$5,000 and in view of the reliability of the booh inventory records and also 
the continuous check made by the inventory crews, the independent audi¬ 
tors did not consider it necessary to visit the retail stores to satisfy them¬ 
selves further as to the authenticity of the records, but they did visit a very 
few of the stores during the physical stock taking for the sole purpose of 
substantiating the inventory methods followed. At the fiscal year end 
they also observed the taking of the inventory in the central warehouse, 
which comprised a large percentage of the total inventory. 

4s part of their examination at the head office they made a test check of 
the store inventory accounts, and particularly of the controlling account, to 
satisfy themselves that goods shipped had been charged to the stores and 
that goods reported as sold and credited to the stores had been properly 
accounted for in cash or otherwise. 

On the basis of evidence provided by the foregoing tests and methods of 
operation, the auditors were satisfied as to the reliability of the inventory 
records. 

Inventory procedures followed in the examination of the accounts of a 
grocery chain operating about 200 stores were somewhat similar to those 
outlined above. The average store of this chain had an inventory of about 
$2,000 while the super-markets had an inventory of from $10,000 to $15,000 
with rapid turnover in both types of store. In this instance the head office 
records and control were good hut the work of the inventory crews was not 
as well organized as in the case of the larger company. For this reason the 
independent auditors deemed it advisable to visit ten representative stores 
during the course of the periodic inventory check made by inventory crews 
or during the year-end stock listing, at which time they observed or re¬ 
viewed the inventory procedures. 

As to variety chain stores, inventory procedures generally differ from 
those used by grocery chains for the principal reason that the inventories 
usually consist of a much larger variety of items and are greater in amount. 
Frequently also variety chain stores do not follow the “retail method” of 
inventory control; they do not as a general rule utilize the services of inven¬ 
tory crews to make periodic checks throughout the year. Instead, they 
usually rely principally upon physical inventories at the end of the fiscal 
year as taken by the store manager, assisted by office, store and stockroom 
employees. 

The procedures outlined below were those adopted in connection with an 
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examination of the accounts of a company operating about 200 variety 
stores. All store managers were notified to expect, at the conclusion or 
during the progress of the physical stock listing, visits from representatives 
of the head office, and possibly also from representatives of the independ¬ 
ent auditors. Representatives of the head office, or the managers of other 
stores acting as head office representatives, visited all of the stores and 
made test checks of the quantities listed, the prices, condition of stock, etc., 
and then mailed or delivered the inventory sheet to the head office. Store 
managers who visited other stores for the test check were not notified of 
their assignments prior to the day of their departure for the location to be 
checked. These measures were adopted for the purpose of providing 
internal check and control in the inventory taking and for protection 
against the possibility of collusion. 

Representatives of the independent auditors visited certain of the stores 
of the chain without previous notification to the store managers as to the 
location of the stores to be visited. In such instances, the representatives 
of the independent auditors, while cooperating with the company represen¬ 
tatives who were assigned to the store to test check the quantities and mail 
the inventory sheets, were primarily interested in observing the methods 
adopted by the company and satisfying themselves whether the protective 
measures provided were carried out. In view of the careful organization 
necessitated by the larger number of stores, the protective methods af¬ 
forded and the control exercised by the head office on the inventory taking, 
and taking into consideration the primary purpose of the independent 
auditors’ attendance at the stores, it was considered that in this case a visit 
to eight or ten of the stores would be sufficient. 

IV. Department Stores 

Query: What is the usual audit procedure of the independent auditor in 
respect of observation of inventories of department stores? 

As explained in the preceding answer dealing with “Chain Stores,” these 
case study answers apply to the particular case discussed and therefore 
cannot be considered so broad in application as the word “usu(d” might 
imply. 

The larger department store differs from the grocery chain store and the 
limited price variety chain store from a physical inventory point of view, 
principally in that it is not customary to take the entire inventory in a single 
day or even in several succeeding days. For a store which operates on a 
January 31 fiscal year it may be customary to inventory furniture, other 
heavy goods, and some other merchandise immediately after Christmas, to 
inventory a number of other departments during January and to inventory 
all of the remaining departments, representing the bulk of merchandise. 
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during the last week of January, but usually not on January 31. In addi¬ 
tion to the merchandise on the sales floor which is inventoried at retml 
prices, there will be merchandise which is also inventoried at retail prices 
in the departmental reserve stock rooms in the store, as well as in one or 
more warehouses which may be at some distance from the store; and there 
may also be advance purchases for following seasons {usually in the ware¬ 
houses) which have not been marked and which will be inventoried at cost. 
In some stores, the retail inventories of a number of departments handling 
expensive merchandise, such as furniture and furs, are supplemented by 
unit control records and, in such departments, the pricing may be done 
from the unit control records and not from the merchandise itself. 

In one case of a large department store considered by the Committee the 
foregoing procedures have been followed. Prior to the commencement of 
the audit, the auditor agreed with the controller upon the plan of inventory 
taking. It was provided that the physical count was to be supervised and 
controlled by the controller and not by the merchandise manager. Prior 
to inventory time, prenumbered sheets or tags were distributed to buyers 
in accordance with their requirements, based upon plans submitted, show¬ 
ing prenumbered shelves, tables, and other fixtures. The physical count 
was made by teams of two employees, the one most familiar with the stock 
calling and the other listing, the sheets being left in the fixtures until all of 
the stock had been listed. When the listing had been completed a repre¬ 
sentative of the controller's office made independent test counts of a portion 
of the inventory, selecting the items in a manner to insure the testing of a 
representative cross section of the entire stock on hand. The sheets were 
then gathered by the buyer or his assistant under the supervision of the 
representative of the controller’s office and were turned over to the con¬ 
troller for extension and footing. In large departments where the inven¬ 
tory was not taken in a single day, the stock in the reserve stock rooms and 
in the warehouses was taken as closely as possible to the day on which the 
floor stock was taken and precautions were instituted to guard against 
inventory once counted in the reserve rooms and warehouses being trans¬ 
ferred to the floor and counted a second time. 

In departments for which the pricing was done from unit control records, 
the sheets were under the supervision of the controller’s office while the 
prices were being inserted as a precaution against change in quantities. 
With respect to advance purchases, the pricing was done in the controller’s 
office. 

On the day or days of inventory taking the independent auditor had 
present a number of representatives {the number being determined by the 
size of the store) to observe that the method of taking inventory was in 
accordance with the plans previously agreed upon and that test counts 
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were made by representatives of the controttefs office. The independent 
auditors did not make test counts themselves of any portion of the inven¬ 
tory, their work being limited to observing that the methods and tests out¬ 
lined were being followed. 

In the case of another large department store considered by the com¬ 
mittee, it was found that the merchandise was listed by employees of each 
department on inventory sheets which were then placed with the merchan¬ 
dise on the counter or in the bin, drawer, etc. Inspectors, appointed from 
members of the store’s staff not connected with the handling or sale of 
merchandise, made test checks by comparing the quantities shown on the 
inventory sheets with the quantities on the counter, in the bin, etc., noting 
that the season letter, retail price, etc., were correctly entered. 

Representatives of the independent auditors visited each department of 
the store subsequent to the actual listing of the merchandise but before the 
inspectors had completed their test check. Certain of the items tested 
were listed by the auditors for subsequent comparison with the inventory 
sheets and with the merchandise on the selling floor. After all tests were 
completed, the inventory sheets were “pulled” by the inspectors, care 
being taken to place them in the custody of designated persons not con¬ 
nected with the handling of merchandise until computations could be made 
of the total amounts of the inventory, by season letters, of each depart¬ 
ment. In the examination under consideration, the inventory sheets were 
sent to an outside independent calculating company for computation. The 
calculating company furnished the independent auditors with a certificate 
and a summary showing the total dollar value of the inventory by depart¬ 
ments. 

The dollar amounts of the items and dollar footing of each inventory 
sheet were not large. Furthermore, it was found that an adequate control 
could be exercised through a comparison of overage and shrinkage figures 
and other data. Under these circumstances the independent auditors 
deemed it necessary to make only minor test checks of the extensions and 
footings of the individual inventory sheets. The total inventory for each 
department, at retail value, as shown by the inventory summary, was com¬ 
pared with the corresponding inventory controlling account. If a sub¬ 
stantial difference was revealed in any department which could not be 
accounted for, the inventory of that department was retaken. 

These statements illustrate the wide variety of applications that may be 
made of the procedures set forth in the various statements of the Auditing 
Procedure Committee of the American Institute of Accountants. They 
should be of great help to any accountant faced with similar problems. 



CHAPTER VI 


SECURITIES 

(All matter in boldface roman type is quoted from the American Institute 
of Accountants bulletin, ‘‘Examination of Financial Statements by Inde¬ 
pendent Public Accountants.”) 

While the nature of securities held by a company and the purpose for 
which they are held determine their balance sheet classification, the method 
of verification of all securities is essentially the same. Under the regula¬ 
tions of the Securities and Exchange Commission, which are in general 
agreement with good current practice in this respect, securities are divided 
as 

Marketable securities 
Securities of affiliates 
Other security investments 

Marketable securities which are included in current assets are defined by 
the Securities and Exchange Commission as those “having a ready market.” 
This presumably agrees with the general practice which assumes not only 
that the securities could be sold because they are quoted on a securities 
exchange or other established market, but also that they could be sold 
because the owner company would not be damaged or embarrassed by part¬ 
ing with them. Securities of affiliates are considered to be those of com¬ 
panies which the company under audit either controls or is controlled by, 
either directly or indirectly through one or more intermediaries, or of com¬ 
panies which are under common control with the company under audit. 
These companies may be either of the type which are consolidated in a 
consolidated balance sheet or are not so consolidated, depending on the 
circumstances. Other security investments are those which fall in neither 
of the two other classes and which are presumably held permanently either 
for trade purposes or because of the difficulty of disposal. 

1. Obtain or prepare a list of securities owned showing partictilars such 
as: 

Description of security (give interest rate of bonds) 

Denomination of bonds or par value of shares 

m 
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Number of shares and face value of bonds 
Cost of securities and amount at which carried on the books 
Interest and dividends received during period under examination 
Market quotations, if available 

Location of securities, and if h 3 rpothecated, with whom and for what 
purpose.^ 

Permanent investments cannot be valued merely by considering the 
market quotation for a small floating supply of the stock which is held as 
an investment. In determining the value of holdings in associated or 
subsidiary companies the auditor may adopt any one of several methods of 
verification. (1) He may accept such investments at their book value, 
specifically calling attention to the fact in the balance sheet or in conjunc¬ 
tion with his report and certificate, or (2) he may examine the separate 
balance sheets and income accounts of the one or more associated or sub¬ 
sidiary companies, specifically stating the basis of their preparation, or 
(3) he may make a partial or complete examination of the several com¬ 
panies^ books. In the case of a financial or balance sheet audit, when a 
consolidated balance sheet is not to be prepared, the second method of 
verification is probably most often adopted. When a consolidated balance 
sheet is to be prepared, the auditor will usually make a partial or complete 
examination of the several subsidiaries’ books. 

The investigation of the separate balance sheets and income accounts of 
the companies should be made the basis of determining the general financial 
and earning power of the companies whose stock is held and, as well, the 
book value of the shares held by the company under audit. Notes should 
be made in the working papers, and perhaps a schedule prepared, showing 
in comparative form the figures at which the investments in other com¬ 
panies are carried in the books of the holding company and also the book 
value of the stocks as shown in the individual balance sheets examined. 

Special funds on deposit with trustees for bond or stock redemption, or 
for any other special purpose, should be verified by certificate from the 
trustee. Bond or stock redemption agreements should be considered by 
the auditor when making the verification of these items in the balance 
sheet, and any provisions in such agreements which relate to funds to be 
deposited with trustees should be carefully noted in the working papers. 
When funds are in the possession of other persons they should be verified 
as are any other cash balances or securities held. 

In case a company carries its own compensation and liability insurance, 
it is usually required to deposit with an officer of the state gilt-edged secur¬ 
ities to cover the necessary provision. If such condition is found the exis- 
1 Schedules, pp. 177, 196, 197, 338, and 345 to 351. 
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tence of the bonds should be verified by correspondence with the state 
officer holding the securities. 

The working schedules should show the balances in such funds at the 
beginning and close of the period under audit, with all changes, either 
additions or deductions, made to the accounts during the period. Vouch¬ 
ers, notices, and other documents should be examined for approvals, etc., 
and any information which has a bearing upon the verification should be 
carefully recorded in the working papers. 

These schedules may be subdivided for the various classes of stocks and 
bonds, namely, domestic and foreign stocks, foreign government bonds. 
United States bonds, state and municipal bonds, railroad and industrial 
bonds, etc. These schedules may also be prepared with income tax require¬ 
ments in mind. They should preferably be prepared by the client toward 
the end of the fiscal year and a copy should be presented to the auditor 
when he begins the audit. The auditor’s copy may then be used in the 
count of securities. The schedule further permits the checking of revenues, 
accruals, reserves, profits and losses, which may be cross-indexed to the 
various schedules they affect. It can usually be prepared directly from the 
client’s records and requires no further analysis or subdivisions. 

2. Compare this list with the corresponding ledger accounts and ascer-- 
tain the basis on which the securities are carried on the books.^ 

Additional working schedules which may be used in the analysis of 
marketable securities and permanent investments will be shown. In the 
case of a large holding company the owned stock of eight subsidiaries was 
scheduled as follows: 


XYZ Company—Investments in Subsidiaries 


Name of 
subsidiary 

Outstanding | 
capital stock 

Owned by parent 

Value per 
books of 
subsidiary 
at date of 
balance sheet 

Value per 
books of 
subsidiary 
at date of 
acquisition 

Shares 

Carried 
on books 
at 

amount 

% 

Shares 

Amount 




i 






The above schedule was supported by another schedule, showing separately 
for each subsidiary a description of the securities, the number, par, and 
total value of shares owned at the beginning of the year, the adffitions and 
deductions (red) during the year, the per cent and amount of dividends 
paid, and information for the end of the year similar to that for the beginning. 

1 Schedules, pp. 177, 196, and 197. 
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In addition to providing information of value to the client, such a schedule 
shows, for unconsohdated subsidiaries, information required in the prepara¬ 
tion of Form A2 for registration of securities to be issued and also in prep¬ 
aration of Form lOK, the annual report to be filed for corporations listed 
on a securities exchange registered with the Securities and Exchange 
Commission. 

3. Examine the securities listed or obtain confirmation from the holders 
if any are held by depositaries or others for safekeeping or as collateral. 
Make this examination of securities as close to the date of the balance 
sheet as possible (see also par. 1 under Cash). It is more satisfactory to 
inspect the actual securities than to account for their disposition subsequent 
to the date of the balance sheet.^ 

The examination of securities outlined in this chapter is concerned with 
conditions as they generally exist in mercantile and manufacturing enter¬ 
prises. The verification of securities in the audit of banks, brokerage 
houses, insurance companies, or other financial institutions requires special 
methods and technique which are described in books dealing with the 
accounts and audit of financial institutions. 

Before beginning an examination of securities, the auditor should have a 
complete list of the securities to be verified. This list should be signed 
and dated by the auditor or by his assistant who makes the examination; 
if more than one assistant takes part in the examination the list should show 
who examined the securities and who checked the items on the list. When¬ 
ever practicable assistants should work in pairs while counting securities, 
one assistant examining the securities and calling off the particulars to the 
other assistant, who should determine the accuracy of the description shown 
upon the list. In case no list is furnished, the second assistant should 
prepare one by writing down the details called to him. A schedule that 
may be used in the count of securities is discussed and illustrated later in 
this chapter. 

It is essential that the auditor examining the securities make a careful 
comparison of the stock certificates or bonds mth the list, being particularly 
careful to see that the full title of the security, the date of maturity, the 
rate and dates of payment of interest, and any special information are 
correctly stated on the list. If the description is correct the item should 
be ticked in ink. 

When it is practicable, the list of securities, whether furnished by the 
company or prepared by the auditor, should show stock-certificate numbers 
or bond numbers. If this is done the individual numbers are checked 
during the count. In the case of audits other than first audits this enables 

^ Schedules, pp. 345 to 351. 
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the auditor, when no changes in a particular issue are shown in the com¬ 
pany's records, to see that the identical securities on hand at the beginning 
of the year are actually on hand at the end of the year. In this way the 
auditor can be definitely assured that no unauthorized or unentered sales 
of the securities have been made subsequent to the prior audit, with a like 
number of the same securities being purchased before the end of the year. 

When large quantities of securities are to be counted, there is a temp¬ 
tation to count the bonds too hurriedly. When bonds are filed in packages 
of 50 or 100 to the package, assistants have been known to run the edges 
and throw the package aside, assuming that all the bonds were of the same 
kind and denomination. In examining large quantities of bonds, a suffi¬ 
cient number of individual bonds must be examined as to title, maturity, 
signature of trustees' certificates, etc., and whether or not unmatured 
coupons are intact, to satisfy the auditor that the packages contain all and 
only the bonds that they are said to contain. 

Speed at the expense of accuracy in examining securities may prove dis¬ 
astrous. There are numerous obsolete issues of securities bearing titles 
somewhat similar to issues now outstanding, which could be bought up 
and substituted for genuine securities, and in some trust companies it would 
be possible for uncertified bonds to be sorted with those certified. 

In verifying the securities, the leading schedule should state definitely 
where, by whom, and at what time the securities were counted. This 
statement should appear as a part of the schedule, preferably at the top of 
the exhibit, somewhat as follows: 

Securities counted January 2, 19— at_ 

by A and B, accompanied by and in the presence of Y, at the vaults of the 

_Safe Deposit Company. 

A form of schedule for sundry marketable securities, somewhat different 
from that referred to above, is given below. The kind and volume of 
securities to be accounted for will always largely determine the form of 
schedule to be used. 


Count op Securities, January 2, 19—, 10:00 a.m. 


Certificate 

number 

Description 

of 

securities 

Number of 
shares or 
par of 
bonds 

Total 

par 

value 

Interest 

or 

dividend 

rate 

Coupons 

attached 

(V) 

Transfer 
O.K., 
securities 
seen, etc. 

(V) 




$ 





4. See that certificates of stock and registered bonds are made out in 
the name of the company, or, if they are in the names of others, that they 
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are so endorsed as to be transferable to the company or are accompanied 
by powers of attorney. 

5. Examine coupons on bonds to ascertain that unmatured coupons are 
intact.^ 

6. Confirm with transfer agents the ownership of certificates out for 
transfer. 

7. Ascertain that the totals of dividends and interest received by the 
company as shown by the list (par. 1) have been duly recorded, and that 
the income from securities shown in the profit and loss account is correctly 
reported.* 

8. Examine brokers’ advices in support of the purchase and sale prices 
of securities bought and sold through them.* 

9. Confirm the cash-surrender value of life-insurance policies of which 
the company is the beneficiary and any policy loans by reference to the 
insurance policies or by correspondence with the insurance companies. 

10. Examine mor^ages and, if important in comparison with total assets, 
obtain confirmation. 

11. The amount of securities that are considered to be readily convertible 
into cash and in which surplus funds of the company have been invested 
temporarily should be shown on the balance sheet under current assets. 
Where stocks and bonds represent control of or a material interest in other 
enterprises and have a value to the company aside from their dividend or 
interest return, they are more in the nature of permanent investments to 
be shown below the current assets in the balance sheet. Securities not 
readily marketable should be excluded from current assets. 

12. If the total market value of securities included under current assets 
is less than the total book value by any material amount, a reserve for the 
shrinkage in value should be provided. If cost prices are used the quoted 
market values should be shown on the balance sheet. 

There are several methods by which differences between cost or book 
value and market value may be shown. Securities may be carried at cost 
in the balance sheet and the market value shown in parentheses. This 
method is permitted by the Securities and Exchange Commission and may 
be observed in the published accounts of representative corporations. In 
other cases, the reserve to bring marketable securities to market is deducted 
from the cost value, and in still other cases, the market value only is shown. 
Circumstances will dictate which method is to be used, but the papers 

‘ Schedules, pp. 346 to 351. 

«Schedules, pp. 177, 196, and 197. 

• Schedules, pp. 177 and 197. 
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suppoirting the item should in every case indicate the market value when 
this is obtainable. 

13. If examination of available data, including market quotations or, in 
their absence, balance sheets, and income accounts supplemented by infor¬ 
mation and explanations from responsible officials, indicates that there has 
been a substantial shrinkf^e in value of securities held for investment 
since their acquisition, appropriate reserves should be provided or the facts 
should be disclosed in the financial statements. 

14. When corporations have acquired their own stocks, such stocks 
should preferably be deducted from the capital stock or from surplus or 
from the total of the two at either par or cost as the laws of the state of 
incorporation and other relevant circumstances require. If acquired and 
held for a specific purpose, however, such temporary holdings may be 
treated as assets, but fiiey should be shown as a separate item and not 
under current assets. 

15. If any securities owned by the company have been hypothecated, 
this fact should be stated on the balance sheet. 



CHAPTER VII 


FIXED ASSETS AND DEFERRED CHARGES 


(All matter in boldface roman type is quoted from the American Insti¬ 
tute of Accountants bulletin, “Examination of Financial Statements by 
Independent Public Accountants,” January, 1936. All matter in boldface 
italic t3q)e is quoted from Statements on Auditing Procedure of the Amer¬ 
ican Institute of Accomtants, which modify or amplify the bulletin. The 
number of the statement precedes the quotation.) 

1. Summarize the accounts grouped under the heading property, plant 
and equipment (such as land, buildings, plant and machineiy) so as to show 
balances at the beginning of the period, a summary of changes during the 
period and the balances at the end of the period.^ 

The beginning figures for the property accounts and for the provisions for 
depreciation in a schedule such as shown on page 199 and 204 will be taken 
from the auditor’s records for the previous audit, or from the ledger accoimts 
in the case of a first audit. Gross additions to the property accounts for 
the year and, likewise, all credits either on account of property dismantled 
and sold or on account of depreciation will be summarized and supported 
by necessary subsidiary property schedules. The general ledger balances 
at the end of the period for each property item and for each of the pro¬ 
visions for depreciation should be brought into agreement with the figures 
that appear in the balance sheet. 

2. See that the total of the balances at the beginning of the period 
agrees with the total property, plant and equipment as stated in the balance 
sheet at that date; and that the balances at the end of the period i^ee 
with the amount sJiown on the balance sheet at the latter date. Property, 
plant and equipment are usually carried at cost but if any other basis is 
used it should be stated on the balance sheet as concisely as the material 
facts will permit. If appraisal figures are used, the date of appraisal should 
be given. 

The summary schedule will then be supported by as many subschedules 
as are necessary to verify and explain these changes. The extent of the 

‘ Schedules, pp. 198 and 199. 

Ill 
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detailed verification should be indicated by notes, as illustrated on the 
various property schedules. 

If it is desired to show a summary of the property accounts and of the 
respective provisions for depreciation, schedules similar to pages 25 and 
26, of Report on Audit, Chap. XII, and pages 204, 226, and 227 may be 
used. But if such a schedule is prepared, which will summarize both the 
property accounts and the provisions for depreciation, it is still not im¬ 
probable that a brief summarized statement of the property accounts will 
be prepared in form similar to schedule, page 199. If numerous companies, 
branches, or plants are involved, it is desirable to include, after the deduc¬ 
tions columns, a column for transfers between the numerous units of the 
composite organization (see schedule, page 352 and page 25 of Report on 
Audit, Chap. XII). Otherwise, the columns for additions and deductions 
will, to this extent, show merely debits and credits to the several property 
subdivisions and not the actual changes of the period. 

3. The accountant should satisfy himself as to the propriety of capital¬ 
izing the additions to property, plant and equipment during the period. 
Examine authorizations for expenditures made during the period; if costs 
of additions to property, plant and equipment have exceeded the amounts 
authorized ascertain the reasons. Authorizations should indicate the ac¬ 
counts to which expenditures are to be charged, should bear the approval 
of a responsible oflicial, and should show the nature of the work.^ 

Principal authorizations should be scheduled to show number, construc¬ 
tion-order number, description of the work done or the account chargeable, 
the amount of the authorization, the amount expended to date, the esti¬ 
mated percentage of the work yet to be completed, the estimated cost to 
complete the work, and the amount by which the authorization will be 
more or less than needed. 

As a general rule separate schedules and subschedules should be prepared 
for each major addition to the cost of property, containing for each item a 
sujfficient analysis to show that the amounts are not in the nature of renewals 
but represent real additions to the property account, or betterments. 

The explanation ‘‘No change during year” for a property account can be 
accepted only in case there has been no entry to the account during the 
period under audit. While improbable, it is quite possible that an account 
might have the same net balance at the close of an audit period as at the 
beginning, although a number of transactions affecting the account had 
taken place during the year. The auditor should use every reasonable 
means to be sure that capital assets have not been disposed of or scrapped 
during the period under audit without any record of the transactions having 
been made. Such procedure, obviously, means an overstatement in the 

^ Schedule, p. 200. 
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balance sheet of the cost of properties. If transactions of any kind have 
taken place during the year, they should be fully explained. 

4. When authorizations do not specify whether the work is a repairi a 
replacement or an actual addition or where there are no formal author¬ 
izations, use whatever means may be available to ascertain the character 
of the work. Determine that amounts capitalized represent real additions 
or improvements. 

5. Examine the methods of distributing the payroll and material and 
supply charges in sufficient detail to determine that the charges to con¬ 
struction jobs are reasonable. This applies to construction work done by 
the company’s own employees. Examine invoices and other evidence for 
construction work by outside contractors; ascertain that liability for instal¬ 
ments owed for construction work in progress has been taken up on the 
books.^ 

Machine parts for example, treated as additions to property, may be 
manufactured instead of purchased. Such additions may be analyzed 
somewhat as follows, and then each of the subdivisions of the manufactur¬ 
ing cost may be analyzed in as great detail as conditions warrant: 


Order 

No. 


Analysis of Additions to Propbkty Account 


Quan¬ 

tity 


Article—description 


Manufacturing cost 


Material 


Labor 


Burden 


Total 


6. While it may be considered permissible in the case of construction 
work done by the company’s own employees to capitalize a portion of the 
overhead cost, e.g., time of superintendent and his clerical force employed 
on construction work, etc. (but not general administrative expenses), such 
charges should be carefully scrutinized, inasmuch as it is possible that 
the overhead charges of a plant may not be decreased to any great extent 
when additions are not tmder way; consequently, the absorption of part 
of these charges in property accounts when construction is in progress may 
reduce the operating cost below that of periods in which no such work is 
being done, and may unduly affect comparisons between years. 

7. For purchases of real estate examine vouchers in support of payments 
made. Title deeds bearing endorsement of public recording officials are 
supporting evidence of such purchases. Veiification of present title and 
search for encumbrances of record are legal matters which are not within 
the province of the accountant. 

8. In the case of leasehold property examine the leases, noting their 

^ Schedules, pp. 209 and 210. 
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tenns. See that improvements, etc., on such property are being written 
off over a period not in excess of either the duration of the lease or the 
estimated life of the improvements. 

9. Ascertain the methods used in providing reserves for depreciation of 
buildings, machinery and other equipment and also for depletion of natural 
resources. Investigate charges against the reserves. If the accountant 
is in doubt as to the adequacy of the current provision or the accumulated 
reserve shown on the balance sheet he should make suitable comment in 
his report.^ 

The charges against the reserve for depreciation should be analyzed by 
comparing them with the credits to the property accounts for property 
dismantled or scrapped, giving full explanation of any charges which cannot 
be accounted for in this manner. The credit balances of the provision for 
depreciation accounts at the end of the period under audit should agree or 
be brought into agreement with the general ledger trial balance and the 
figures that appear in the balance sheet. 

The adequacy of the provision for depreciation is one of the most difficult 
questions the independent auditor must decide. Every auditor should 
familiarize himself with such material as that referred to in The Accountants* 
Index. Usually, the adequacy of the depreciation provision can be deter¬ 
mined only when repairs and replacements charged to operations are also 
considered. If capital expenditures are charged as operating expenses or 
if operating expense items are capitalized, the percentages used in com¬ 
puting depreciation mean very little. Careful tests should be made of 
maintenance items and the policy of the client in such matters should be 
carefully considered. 

The expected future life of plant and equipment—Whence the rate of 
depreciation—^is a matter of judgment and opinion in each case, and the 
auditor may not be so well qualified to give that opinion as are the officials 
and operators of the plant. The auditor will generally accept the con¬ 
sidered opinion of the client in that regard unless the audit indicates that 
the depreciation rates used are clearly in error. 

The information required may be scheduled separately or may be in¬ 
cluded in a property schedule. It should be shown as follows: 


Resebye for Depreciation 


Items 

Balance 
beginning 
of audit 
period 

Provisions 
of period 

Charges 

against 

reserve 

Balance 
at close 
of audit 
period 

Rate, % 

Amount 

Building, etc. 

$ 


1 

$ 

$ 



^ Schedule, p. 204. 
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It is usually preferable that, in one form or another, such a schedule be 
made a part of the cost-of-properties schedule in order to show most con¬ 
veniently the net property values. In case of transfers between plants, 
branches, or associated companies, a column for transfers may be inserted 
before the final column. 

A full and detailed analysis should be made of the periodic provision 
for depreciation and, as well, of all credits or deductions made to the accoimt 
during the period. These subschedules will support and explain the sum¬ 
mary figures which appear in the above form. Full notes, also, should be 
made concerning depreciation charges or credits which are questionable or 
peculiar. For instance, 

The plant, machinery, and fixtures account is not relieved of machinery or 
fixtures that are fully depreciated. The rate of depreciation used is per cent 
(on cost), but, by reason of this policy, the amount charged to depreciation each 
year is probably in excess of 73^ per cent of the cost of machinery and fixtures not 
fully depreciated. The only time that credits are made to the asset account is 
when machinery or fixtures are sold, transferred, or scrapped. Included in the 
account is machinery which was purchased in 1922-1923 and which has been de¬ 
preciated annually since then at 73^ per cent (on cost), and which, therefore, was 
written off nearly 10 years ago. 

This statement throws light on the general policies of the company and 
enables the auditor more easily to determine what shall be his attitude and 
whether or not any qualification shall be made in the certificates to be 
attached to the client^s balance sheet and statement of profit and loss. 

In a company such as the Ashton Metal Products Company, where it is 
assumed that accurate property records are kept, it is practically impossible 
for machinery and equipment to be depreciated beyond its full value. The 
use of proper plant records is increasing, a development that has been 
accelerated by the requirements in recent years of the United States Treas¬ 
ury Department, principally under Treasury Decision 4422. 

10. Make inquiries to determine that proper record is made when prop¬ 
erty is sold, abandoned, destroyed by fire or otherwise put out of service. 
Any loss not provided for by depreciation or recoverable through insurance, 
salvage or otherwise should be written off.^ 

11. Many of the foregoing suggestions apply only to property additions 
during the period under review. In addition, it is well to obtain general 
information relative to the composition of real estate, building and machin¬ 
ery accounts to ascertain the principal property represented and the manner 
in which the accounts have been built up for some years past, if not from 
the inception of the business.^ 

^ Schedule, p. 203. 

* Schedules, pp. 198 and 199. 
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Statement No. 4 — March, 1941 

Comprehensive Written Representations Covering the 
Balance Sheet in General 

A comparatively small number of firms, which handle a substantial pro¬ 
portion of audit work done by the profession, require comprehensive writ¬ 
ten representations signed by the treasurer, controller or other executives. 

The following items are covered in the practice of one or more of the 
firms referred to: 

Property, Plant and Equipment 

1. All charges to fixed-asset accounts represent actual additions. 

2. Sales, dismantlements and abandonments have been properly ac¬ 
counted for. 

3. The company has title to property included in plant, machinery and 
equipment accounts. 

4. The basis on which the property has been carried is properly de¬ 
scribed in the statements. 

5. All property, plant and equipment is being utilized in current oper¬ 
ations or exceptions are noted. 

6. The property is maintained in an efficient working condition. 

7. No obsolete machinery or equipment is included in the asset ac¬ 
counts. 

8. All property, plant and equipment has been paid for or liability 
therefor taken up on the books. 

9. There are no liens or encumbrances on properties except as re¬ 
corded on the books. 

10. If properties are appraised the results of the appraisal as compared 
to the book value are fully and fairly set forth. 

Reserve for Depreciation 

1. In the opinion of the signer of the representation the annual provision 
for depreciation and depletion is adequate except as noted. 

2. The total reserve for depreciation as compared with the asset is 
adequate at the date of the balance sheet. 

3. The basis for providing depreciation is consistent with the previous 
gear or exceptions are noted. 

On a first audit a certificate is frequently obtained from the company’s 
attorney, or from someone else in authority, to the effect that all titles to 
prop*ty are in order and that the properties are free from encumbrance. 
In some cases a schedule is prepared, which would probably be in c lu de d 
in the permanent file papers, showing the arrangement of lots, acreage, etc. 
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As indicated in Statement No. 4, some accounting firms require a state¬ 
ment each year covering property, plant and equipment, and the related 
reserves. This practice is not general and the auditor is not required to 
obtain such a statement. There are, however, many cases where such a 
statement on the part of a client would be valuable. The auditor should 
consider the circumstances of each case and remember that, if such a 
statement seems desirable, there is ample precedent for requiring it. 

A general analysis of the property accounts should be prepared from the 
beginning of the business or for a considerable period of time. This would 
show the particulars of the more important items, such as property acquired 
by the issue of stock or other securities, adjustments for appraisal or other 
revaluation, the sale or other disposal of entire plants or property of sub¬ 
stantial value, and other items of like nature. It would also indicate the 
ordinary additions and dismantlements or sales for each year, generally in 
total, but the auditor would need to use his judgment as to the extent of 
the details to be covered under these items. The purpose of the audit and 
the type of report to be rendered would have a determining influence on 
the amount of detail required in the analysis of the property accounts. 
The schedules used to record this analysis will ordinarily be similar to 
those used for verifying the charges and credits to cost of properties for the 
period under audit. These analyses should usually be included in the 
permanent file working papers. 

An analysis of the surplus account from the beginning of the business, 
or during a period of considerable length to be decided upon by the auditor, 
will show any material adjustments in the property accounts during pre¬ 
ceding periods and should be used as a check upon the accuracy of the 
property analysis. It is not uncommon, particularly in the analysis of prop¬ 
erty and surplus accounts, for auditors to find that adjustments made upon 
the previous balance sheet have not been taken up in the client^s books. 

While the auditor, under the rules of the Securities and Exchange Com¬ 
mission, is not held responsible for the value of property, plant, and equip¬ 
ment, he is, nevertheless, required to make extended analyses of these 
accounts and generally is required to certify the balance sheets or other 
schedules on which the property accounts are shown and in some cases to 
certify statements in answer to questions contained in the forms of the 
Securities and Exchange Commission that cover analyses of surplus or 
other accounts extending over considerable periods. This certification, of 
course, does not relate to the value of the property but to the correctness of 
the item on the basis stated in the accounts. While the auditor would 
not be held responsible for a discrepancy between the amount shown for 
property on the balance sheet and some other amount subsequently realized 
on the sale or disposal of the property, he would probably be held respon- 
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sible for any material discrepancy between the property account as stated 
in the balance sheet and the actual figures appearing in the books on the 
basis stated. 

In new audits requiring preparation of financial statements, either for 
an issue of securities or for periodic reports to the Securities and Exchange 
Commission, an analysis of the property accounts, such as is described here, 
forms perhaps the only safe basis for the certifications required. 

12. Construction work in progress and material on hand at the end of 
the fiscal period which is designated for use in construction should be 
shown on the balance sheet under the heading property, plant and equip¬ 
ment, and not as part of the inventories.^ 

Many companies maintain separate plant records which are controlled 
on the general books. If all capital additions are budgeted and authorized 
in advance and later checked and approved in the controller’s department, 
the vouching of the larger items may be all that is necessary. In the case 
of companies without adequate detailed records, a more extensive exam¬ 
ination is required. It is not the accountant’s function to determine that 
every minor charge is justified. He should acquaint himself with the 
policies of the company with regard to capital additions, replacements and 
repair charges and should satisfy himself that the total amount capitalized 
is reasonable, that plant units ascertained to have been abandoned are 
removed from the asset account, and that the depreciation reserves are 
being accumulated on some consistent and accepted basis. 

A statement of the work done in verifying the cost of properties should 
be prepared and included with the property working schedules. This state¬ 
ment may be made a part of each working schedule, as illustrated in the 
schedules on pages 198 and 200, or a separate statement may be prepared. 
The former method enables the auditor taking up the working papers to 
know definitely what verification was made of each particular part of the 
work. The following statement of work done may be taken as illustrative 
of what is desired: 

Invoices were examined for approvals, for receipt of goods on account of outside 
purchases, and for payments on contract. Contracts were examined and all 
authorizations were verified. 

All transfers between plants were checked to journal vouchers, and a test was 
made by tracing various large items from and to the respective accounts to which 
they were debited or credited. 

On work done by the company a test was made of some of the larger jobs. This 
consisted of examining material requisitions and of totaling labor cards. The 


^ Schedule, p. 200. 
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burden applied to these jobs was tested and found in each case to consist of direct 
construction expense only. 

Where capital items were disposed of during the year, tests were made to ascertain 
when they were purchased, that the original value was charged off the books, and 
that the depreciation provided on machines or fixtures was charged to reserve for 
depreciation. The difference between asset value, less depreciation provided, and 
scrap value received from the sale (whether a profit or a loss) was adjusted through 
the depreciation account. 


INTANGIBLE ASSETS 

Intangible assets such as patents, trademarks, franchises and goodwill 
should, if practicable, be shown separately in the balance sheet. Ascer¬ 
tain the basis on which they are carried in the accounts and the company’s 
policy as to amortization of them.^ 

The supporting schedules should show the composition of the original 
amount recorded in the books, all charges thereto, and the balance at the 
beginning of the period under audit. In a recurring audit, this information 
should be in the permanent file working papers or in the working papers 
for previous periods. A complete analysis should be made of all additions 
or deductions for the year, and the balances at the close of the audit period 
should agree or be brought into agreement with the amounts appearing in 
the general ledger trial balance. 

DEFERRED CHARGES 

1. Under this caption are included unexpired insurance, prepaid inter¬ 
est, taxes, royalties and other prepaid expenses and also bond discoimt, 
development and organization expenses and other deferred items 
unamortized. 

2. Check the mathematical accuracy and ascertain that they are proper 
amounts to carry forward as a charge to future operations. Whenever 
possible obtain documentaiy evidence in support of the items carried for¬ 
ward ; for example, in the case of unexpired insurance examine the policies 
to ascertain dates of expiration, the amount of the premimns and the pro¬ 
portion to be carried forward; in case of prepaid royalties examine the 
agreements or contracts. Any adjustment of premiums for compensation 
insurance should be based upon the actual, not the predetermined, payroll.^ 

If the fire insurance is with mutual companies, a certificate should be 
obtained from the insurance companies showing the estimated amount 
returnable at the close of the year. This estimate may perhaps be based 
upon the experience of past years, particularly if the dividend payable has 

1 Schedule, p. 206. 

* Schedules, pp. 194 and 195. 
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been approximately the same from year to year. The latter method has 
been followed regularly in the case of several large and prominent indus¬ 
trials. A distinction should be drawn between prepaid insurance and 
deposits with mutual fire-insurance companies. These latter are not, 
strictly speaking, payments for insurance and when they are refundable 
within one year they appear to fall within the definition of current assets. 

Such an examination of the insurance policies is valuable not so much 
because of the money involved (which is ordinarily comparatively little), 
but more because the examination will reveal mortgaged properties, or 
property otherwise covered by lien, and will also show what assets are 
insured, so that omissions may be called to the attention of the client. 
The amount of insurance carried is also frequently a matter of keen interest 
to banks extending credit, and it should always be considered by the 
auditor. Furthermore, the amount of insurance carried on such items as 
buildings, equipment, and inventories may give valuable information as 
to what the client really thinks they are worth and it may lead to inquiry 
as to possible over- or under-valuation of them. 

The possible liability for additional premiums payable for compensation 
or liability insurance should be investigated. The amount may be ascer¬ 
tained by multiplying the total actual payroll, from the date of the policy 
to the close of the period under audit, by the rates named in the policy. 
Any excess of the total so obtained over the amounts already paid as 
premiums on the policies will measure the amount of additional premium 
to be paid and to be set up as a liability. If the amount is of comparative 
importance it should be included with the accounts payable in the balance 
sheet. 

Unexpired insurance will be found to include a variety of forms of insur¬ 
ance. Thus, in the case of a single industrial, the following kinds of policies 
were found: 

1. Mutual fire insurance 

2. Standard fire insurance 

3. Burglary insurance 

4. Holdup insurance 

5. Stock-companies insurance 

6. Boiler insurance 

7. Sprinkler insurance 

8. Tornado insurance 

9. Elevator insurance 

10. Liability and compensation insurance 

11. A number of miscellaneous individual policies 

To verify interest prepaid the auditor should obtain the list of notes on 
which such interest is prepaid—showing the dates of the notes, the payees. 
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the terms of the notes, the maturity dates and rates of interest, the total 
discount or prepaid interest, and the portion of such interest to be carried 
forward as a deferred charge to future operations. It is preferable that this 
schedule be prepared by the client, usually by adding extra columns to the 
notes payable schedule, and the auditor should then thoroughly check or 
test the prepayments of interest as shown by the client’s schedule, cross¬ 
indexing the total prepayment to the deferred charges schedule. 

In the case of taxes prepaid and chargeable to future operations, the 
amount of taxes paid and the period for which they have been paid should 
be ascertained; the amount should be included with other prepaid items in 
the balance sheet. Quite often the greatest difficulty in the case of taxes 
is to determine the period covered, and special attention should be given 
this part of the verification. As an instance of the logical difficulties into 
which the accountant is led by the present classification of prepaid expenses 
as noncurrent deferred charges, it should be observed that taxes prepaid 
and accrued should not be offset, because under present practice the former 
is treated as a deferred charge whereas the latter is an accrued liability 
that affects the current position. 

3. Make inquiries to determine the company’s policy as to amortization 
of deferred charges, such as whether bond discotmt is being amortized on 
a straight-line basis or bond-outstanding method or otherwise. If develop¬ 
ment and similar expenditures are deferred, they should be written off 
over a reasonable period having regard to the character of the expendi¬ 
tures.^ 

For additional small and miscellaneous items of deferred expense, a 
schedule somewhat as follows may be prepared: 


Miscellaneous Deferred Expenses, December 31, 19— 


Date 

incurred 

For 

what 

Amount of 
original 
charge 

Amount 

written 

off 

Balance 
(date of 
audit) 

Explanation of how 
written off, or 
why carried as 
deferred expense 



$ 

% 

$ 



The above form was used in the audit of a newspaper, and the balance 
carried forward as of the date of the audit amounted to many thousands 
of dollars. It included advances to correspondents for trips to various 
parts of the world, dues to various press clubs, newspaper associations, etc., 
prepaid special-issue expenses, freight and cartage on unused paper, per¬ 
manent alteration expenses, and numerous other items of expense. 

^ Schedule, p. 214, 
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4. As prepaid expenses and deferred charges may be considered to 
include two classes of items which differ somewhat in their nature, different 
treatment is sometimes accorded them. Prepaid expenses, as representing 
those items which eventually will be included in manufacturing or other 
operating expenses may, if desired, be set up as a separate item under 
deferred charges or may be included as a separate caption on the balance 
sheet.^ 

It may be that items other than those discussed in this chapter will be 
found in various audits and will be carried in the balance sheets as deferred 
charges to future operations. Deferred charges, in many cases at least, 
have no tangible or reahzable value and must accordingly be considered 
entirely from the viewpoint of a going concern. In practice, moreover, 
clients will often be found who do not wish to defer prepaid items even 
when the amounts are quite large. If the policy in this respect is consistent 
from year to year, the auditor cannot object to it; the junior on the audit, 
however, should bring the matter to the attention of his principal. 

The duty of the auditor, then, when deferred charges are shown in the 
statements of financial condition, is to determine (1) whether or not the 
charges made to such accounts during the period under audit, or possibly 
from the inception of the accounts, were valid and proper charges, and (2), 
if so, the proportion of those charges which may properly be carried forward 
to the operations of future periods. This involves not only the arithmetical 
accuracy of the amounts carried forward but also the propriety of the 
charges. 

* Page 8 of Report on Audit, Chap. XII. 

Form lOK, pp. 299 and 302. 



CHAPTER VIII 


CURRENT AND CONTINGENT LIABILITIES 


(All matter in boldface roman type is quoted from the American Insti¬ 
tute of Accountants bulletin, “Ejcamination of Financial Statements by 
Independent Public Accountants,” January, 1936. All matter in boldface 
italic type is quoted from Statements on Auditing Procedure of the Ameri¬ 
can Institute of Accountants, which modify or amplify the bulletin. 
The number of the statement precedes the quotation.) 

1. Obtain a Ust of the recorded accounts payable and make appropriate 
check with the ledger accounts or with open items in the voucher register, 
according to the system in use. Reconcile the total with the controlling 
account in the general ledger. Investigate any large balances which do 
not represent specific or recent items. Obtain confirmation from the 
creditor if any account appears to be irregular. If there are accounts in 
dispute, large enough to affect substantially the total of current liabilities, 
investigate the causes of dispute.^ 

The auditor should list from the voucher register all items impaid as of 
the close of the period under audit or should check the list as prepared by 
the client’s office force. The total of this list should be brought into 
agreement with the general ledger trial balance, and disbursements for 
the last month of the audit period should be checked against the items 
marked paid in the voucher register, as it is quite possible that items might 
be marked off in the voucher register as being paid when checks may have 
been made out for the same amounts but to other parties. Debit balances 
included in the total of accounts payable should be carefully investigated, 
for not infrequently these amounts represent payments on account of bills 
that should have been set up in the books but, for some reason, have not 
been approved for entry. 

In preparing or checking the above list, all items not properly included 
as trade accounts payable should be earmarked and then properly classi¬ 
fied. It will ordinarily be found that even though the best kind of voucher 
system is in use, the final figure for accounts payable may contain items 
other than vouchers payable. 

* Schedule, p. 207. 
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If a general account for accounts payable is kept, such items usually are 
to be found in it. Then the voucher record is also a journal for making 
entries to payroll, tax, or interest accounts, or postings are made to the 
accounts payable general ledger account from various sources. Under 
modem practice, however, there would generally be separate accounts for 
accounts payable and accrued liabilities. 

2. The following procedures are helpful in determining that all liabilities 
are included in the accounts: 

(a) Review vouchers entered in the voucher register and/or payments 
shown by the cashbook subsequent to the date of the balance sheet to 
ascertain whether any of them are applicable to the period under review. 

(b) Examine bills on file not vouchered or entered to ascertain if any 
of them belong to the period under review. 

(c) Make a test examination of the monthly statements received from 
creditors having large balances. 

(d) Examine receiving records for the last day of the period for the 
purpose of ascertaining that the corresponding liabilities are included. 

Upon completing the analysis of the book account the auditor should 
obtain all vouchers entered since the close of the fiscal period and all 
unentered bills. All these dated prior to the close of the audit period 
and all invoices covering items that an examination of the receiving records 
shows were received prior to the close of the year or were in transit (which 
ordinarily means that they had passed the f.o.b. point), should be listed 
and analyzed in accordance with the proper classifications (see schedule, 
page 207). 

To facilitate the audit of accounts payable it is well to obtain a list of all 
persons authorized to approve vouchers for payment and to make certain 
that the signatures or initials of the officials authorized are clearly recog¬ 
nized by the auditor. When possible, it is desirable to have available for 
the auditor's use cards containing copies of the initials and signatures that 
should later be filed with the working papers. 

All missing vouchers should be listed, and the prepared list should be 
handed to an employee of the client with the request for the vouchers 
listed thereon to be found and presented to the auditor. A schedule used 
to record lost or missing vouchers is as follows: 


Missing Vouchers 


Date of 

Voucher 




voucher 

No. 

Details 


Amount 






As vouchers are found, a line is usually drawn through the inifaQing item. 
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As many as possible of the vouchers should be found and checked off 
before the completion of the audit. Whether all vouchers are found and 
canceled on the list or not, the working sheets should be retained and 
included in the accounts payable group in the working file. 

When a voucher system is not used the auditor should obtain the trial 
balances of the subsidiary accounts payable ledgers and check the items 
appearing thereon with the ledger accounts. The net totals of the trial 
balances should be brought into agreement with the controlling account in 
the general ledger trial balance. In checking the ledgers the auditor 
should note particularly the character of all debit balances and should 
make special record of them in his working papers. As already stated, such 
amounts not infrequently represent payments for bills that should have 
been entered in the books but for one reason or another have not been 
entered at the close of the period. Unless negligible in amount or unless 
offset by other credit balances of the same parties, these debit balances 
should be transferred to and be shown as accounts receivable in the balance 
sheet. 

The accounts payable should be classified or grouped in accordance with 
the summary schedule to be prepared and made a part of the working 
papers. Also, when a voucher system is not in existence, cash payments 
after the close of the year must be scrutinized in order to allocate to the 
period under audit any amounts that represent expenses or charges appli¬ 
cable thereto. With the exceptions noted the procedure in verification of 
accounts payable when a voucher system is not in use would be similar to 
the procedure when there is a voucher system. 

The auditor should ascertain from the minutes of the company the 
dividends that have been declared during the period under audit, and from 
the accounting records the dividends that have been paid during that 
period. Schedules should be prepared sho\ving all dividends declared or 
paid during the audit period, alike on the common stock and on each class 
of preferred stock outstanding. This schedule may be as follows (see 
schedule, page 217): 


Dividends—Common Stock 


Date 

declared 

Payable to 
shareholders 
of record 

Date 

payable 


Dividend 

No. 

Dividend, 

% 

Dividend, 

amount 







$ 


3. Inquire if any goods have been received on consignment, and if so 
examine the pertinent records and ascertain that liability has been set up 
for all such goods sold. 

4. As an additional precaution against the omission of liabilities obtain 
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in writing from a responsible official of the company (1) a statement that 
all outstanding liabilities for purchases and expenses have been included 
in the accounts and (2) a summary of any liabilities for legal claims, 
infrin gem ents of patents, claims for damages, etc., not included in the 
accounts. It is advisable to obtain the signature of the president or other 
senior officer to this statement as only a senior officer of the company 
may know the extent of such obligations. 

5. Liabilities to affiliated companies and advances by stockholders, 
directors, officers and employees if material in amount should be shown 
separately on the balance sheet. 

Statement No. 4 — March, 1941 

Whether or not a written representation is required from the client, the 
information would necessarily have to be obtained where pertinent, and 
oral representations be made by the client. Reducing these to writing has 
the advantage of confirming the statements made and of avoiding any mis- 
uiulerstanding regarding them. Moreover, they have the effect of remind¬ 
ing the client or the management of the client company that the primary 
responsibility for the correctness of the statements rest with the client 
rather than the auditor and of insuring that the client realizes this primary 
responsibility and gives some thought to the general position on inventories 
and liabilities beyond that covered by routine procedures and duties. 
There seems to be little or no feeling that the representations of the client 
regarding inventories or liabilities reduce the examination the auditor 
should make or relieve him of his responsibility. The purpose is rather to 
insure the active cooperation of the client. 

The case with information regarding liabilities obtained from the clienfs 
legal counsel is somewhat different. If the client’s legal counsel states 
that he knows of no contingent liabilities in respect to litigation, the auditor 
would seem to be entitled to rely on such a statement. 

Written Representation Covering Liabilities 

Representations obtained from the client cover all known liabilities, con¬ 
tingent or otherwise. Liabilities which have been reduced to definite 
claims against the company, or those which are evidenced by existing con¬ 
tracts or agreements or which will eventually become due in the future for 
materials or merchandise received or included in inventory, or for services 
rendered, or in relation to any other obligation actually existing as of date 
as of which the audit is made, mil be included in the books of the company; 
and such liabilities are not considered here except as they are covered by 
the general statement in the representation that all known liabilities are 
provided for. The representation forms also cover liabilities of a prospec¬ 
tive or contingent nature and these are covered in some detail. 
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A statement is frequently required that no assets other than those of 
which the auditor has been advised are pledged as security for any obliga¬ 
tion of the company and if any such pledge is made, forms submitted in¬ 
clude provision for a description of the asset and a statement of its book 
value. 

Where commitments are included in this representation much the same 
language is used as in inventory representation. 

The representations also include a statement that no contingent lia¬ 
bilities, except those reported, exist. Some forms include, as a kind of re¬ 
minder but without necessarily limiting contingent liabilities as to those 
specified, a list of the more usual types of contingent liabilities encountered. 
Those listed include contingent liabilities in respect of: . 

Customers* or other notes discounted, sold, or otherwise transferred 
Drafts negotiated 

Federal and state income, profits, and other taxes 

Accommodation endorsements 

Guarantees 

Leases {except as reflected on the books) 

Bonds or other obligations of other companies 

Contracts or purchase agreements above current market 

Profit-sharing arrangements 

Pending lawsuits 

Repurchase agreements 

Any other agreements 

Fair Labor Standards Act {Federal wage-and-hour law) 

Accounts, notes, or other evidences of debt assigned to others with a 
guaranty of collection or under a repurchase agreement 
Open balances on letters of credit 

Additional taxes for prior years of which there is present knowledge 
based upon formal or informal advice 
Any other pending or prospective claims, whether or not in litigation, 
such as claims for injuries, damages, defective goods, other than minor 
items arising in the ordinary course of business, for patent infringements, 
and deficiency judgments on real-estate bonds covering mortgaged prop¬ 
erty sold. 

A comparatively small number of firms include a representation that no 
obligations not recorded on the books of the company exist for extension of 
plant and equipment or in connection with any other prospective activity of 
the company which are significant in amount or, if such obligations exist, a 
description of them. 

Occasionally legal counsel are requested to state whether they have any 
knowledge of any transfers of property made during the period under ex¬ 
amination, although this practice is not general. 
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Certain features of the liability representation are clearly within the scope 
of the knowledge of company officials, while on others the opinion of legal 
counsel may he required. 

There is considerable diversity in the manner in which the forms call for 
these representations to be signed but whether they are signed by a com¬ 
pany official, legal counsel, or both, the evident purpose is to place the re¬ 
sponsibility on some person who may be expected to have actual knowl¬ 
edge of the conditions or transactions which the representations cover. 

The Committee on Auditing Procedure, before issuing Bulletin No. 4 
in March, 1941, made a study to determine the nature of the representa¬ 
tions that clients made to various accounting firms concerning liabilities 
and other matters. 

Although no conflict with former practice was discovered, it was decided 
to publish the results of the study, as amplification of former statements 
appeared to be desirable. 

Certain new types of liability resulting from Federal statutes and 
regulations had come into existence, c.gf., the liabilities under the Fair 
Labor Standards Act. It was highly desirable that these should have the 
careful consideration of the client and it was thought a written representa¬ 
tion would focus the attention of both client and auditor on this situation. 

Statements Nos. 15 and 21 of the Committee, which follow, indicate 
the nature of the new liabilities that arose during the war. 

The methods and principles of dealing with them are well expressed in 
these statements, which should be just as applicable in postwar conditions 
as they were during the war. 

Statement No. IS — December, 1942 

Disclosure of the Effect of Wartime Uncertainties on 
Financial Statements 

Renegotiation of War Contracts 

In Accounting Research Bulletin No. IS, issued in September, 1942, the 
Committee on Accounting Procedure considered the financial statements of 
contractors or subcontractors who are affected by the provisions of the War 
Profits Control Act. The Committee indicated therein that the basic 
objective of accounting is to present the fairest possible financial state¬ 
ments and at the same time to direct attention to uncertainties which limit 
the significance of such statements.^ It was concluded that the possibility 
of renegotiation of war contracts should be disclosed; that ordinarily afoot- 
note to the financial statements would accomplish the required disclosure; 

^ Accounting Research Bulletin No. IS. 
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that in some cases a reserve, shown as a deduction in the income account, 
might be necessary. In arriving at these conclusions, it was recognized 
that the law required clarification and the Committee indicated its intention 
to reconsider the subject later in the year. 

Since that time the statute has been amended'^ and provision has been 
made in the Internal Revenue Code^ for the correlation of renegotiation and 
taxation. These enactments have eliminated some of the uncertainties to 
which the committee directed attention. In addition, the various Price 
Adjustment Boards have been conducting renegotiation proceedings as a 
result of which general policies are being formulated, but the possible 
effects of renegotiation on individual companies are still obscure. Serious 
uncertainties exist in most cases and their nature is such as to indicate the 
necessity of further consideration to the end that their significance be 
brought home to the readers of financial statements. 


Other Wartime Uncertainties 

With the advent of the war, other important uncertainties have de¬ 
veloped as a result of the many difficulties of doing business. A large 
proportion of all business is now^ being done directly or indirectly on con¬ 
tracts for the Federal Government or subcontracts thereunder; the profits 
to be reflected in the income statement in any accounting period with 
respect to such contracts must of necessity be based on estimates subject 
to adjustment on final acceptance of the product and final payment therefor. 
Under all such contracts or subcontracts, whether based on cost-plus-a- 
fixed-fee or a fixed-price, the profit on both of which is subject to renegoti¬ 
ation, there is opportunity for difference of opinion on the elements of cost 
to be included and under many there are rejections and claims which are 
frequently not cleared up until long after the completion of the contract. 

The operations of some companies, like steamship companies and oil 
companies on the eastern seaboard, are being carried on under special 
arrangements with Government agencies which involve complicated pro¬ 
visions for reimbursement of excess costs due to the war. The position at 
the close of any accounting period is difficult to determine and may be 
subject to material adjustments. 

The Revenue Act of 1942 contains many provisions, including relief 
provisions, upon which varied interpretations can be placed and the ulti¬ 
mate effect of which will require considerable time to determine. The 
current computation of taxes must, therefore, of necessity be based on 

* Sec. 801, Revenue Act of 1942. 

’ Sec. 3806, added by Sec. S08, Revenue Act of 1942. 

' Bulletin issued December, 1942. 



ISO AUDIT WORKING PAPERS 

estimates which are subject to revision after the regulations are issued and 
final determinations are made as to invested capital, base-period earnings, 
and taxable income. 

War damage has been inflicted on the property of many companies and 
insurance claims may have been filed, or may subsequently be filed, the 
ultimate outcome of which is uncertain. 

Disclosure in Financial Statements 

In view of these and other major uncertainties engendered by the war, 
an important question arises as to the manner in which they may best be 
brought to the attention of those interested. Ordinarily, the financial 
statements are the appropriate place for disclosure. Depending upon the 
circumstances, the disclosure may take the form of a footnote setting forth 
such pertinent information as may be available regarding matters which 
are material. In other cases, where the effects of renegotiation and other 
matters are reasonably determinable, reserves may be established under 
the principles set forth in Accounting Research Bulletin No. 13. 

In some cases the effect of the uncertainties may be such that the com¬ 
panies in question will desire also to direct attention thereto in the text of 
their reports to stockholders; in some instances the conditions may be 
such as to suggest the use of a general footnote to the financial statements, 
indicating that the statements are provisional in character and that the 
directors have exercised their best judgment as to such matters as rene¬ 
gotiation, taxation, cost accounting under government contracts, and the 
provision of reserves. 

Despite all uncertainties, however, financial statements are essential. 
It is necessary to furnish reports to stockholders which are as informative 
as possible. Tax returns must be prepared and taxes paid. These con¬ 
ditions emphasize the value of an independent review of the judgment of 
the directors and of the fairness of disclosure by an independent public 
accountant as to matters coming within his purview. 

Disclosure in Auditors Report 

The necessity of disclosure of, or emphasis on, the existing uncertainties, 
in the independent auditofs report presents a further problem. The 
auditor may feel in some instances that disclosure in the financial state¬ 
ments {of which the footnotes are an integral part) should be supplemented 
by mention thereof in his report. Exceptions in the report should be 
avoided so far as reasonably possible, particularly as to matters over 
which the client has no control or which the client cannot correct. 

With respect to material uncertainties, three types of situations, among 
others, may be contemplated: 
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(1) The case in which the auditor believes that the financial statements, 
so far as possible, present fairly the position and the results of operations, 
but feels that the uncertainties are such that special attention should be 
drawn to them in his report, as well as in the statements themselves, but 
without taking an exception. 

(2) The case in which one or more uncertainties are such as to require 
an exception. 

(S) The case in which the cumulative effect of the uncertainties is so 
great that no opinion is possible, although the auditor may be able to make 
a statement as to the extent to which he approves the statements and the 
reasons for omitting the usual opinion on the statements as a whole. 

Statement No. 21 — Jtdy, 1944 
Wartime Government Regulations 
Regulations under Consideration 

The laws and regulations under consideration are those prescribed by 
the Federal Government to meet wartime conditions. The more important 
of these controls, the general nature of their requirements, and the penalties 
involved are set forth briefly as follows: 

{!) The priorities and allocations system is designed to control the 
acquisition, fabrication, holding, and disposition of raw materials and 
products. Except at the retail level {where it is generally administered by 
the Office of Price Administration), this system is administered by the War 
Production Board, which has issued a great number of general and specific 
orders and regulations, applicable to various industries and products, 
prescribing procedures and requiring reports of many kinds. Failure to 
comply may involve civil or criminal penalties, including suspension of 
operations, denial of priorities assistance, fine and/or imprisonment. 

(2) The Emergency Price Control Act of 1942, as amended, is designed 
to control prices and to prevent abnormal price increases. It is adminis¬ 
tered by the Office of Price Administration, which has also issued many 
general and specific orders limiting the prices of goods and services. Fail¬ 
ure to comply may involve fine and/or imprisonment, multiple damages, 
and the revocation of the license to do business. 

(J) The granting of consumer credit is restricted under the Federal 
Reserve Board's Regulation “W.” Failure to comply may involve suspen¬ 
sion of license, fine and/or imprisonment. 

{4) The National War Labor Board and the Salary Stabilization Unit of 
the Treasury Department are charged with the responsibility of enforcing 
legislation designed to stabilize wages and salaries. They have issued 
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regulations governing changes in the rates of wages and salaries paid to 
individuals. Failure to comply may involve Jine and I or imprisonment, as 
well as the drastic and unusual penalty of disallowing the entire amount of 
salaries and wages containing unauthorized adjustments as: (a) deduc¬ 
tions in computing taxable income, (b) costs under government contracts, 
and (c) costs under any law or regulation of the federal government. 

Scope of Usual Examination 

The independent accountant’s responsibility with respect to wartime 
regulations is considered here in connection with the usual examination of 
financial statements. The primary purpose of such an examination is to 
enable the accountant to express an opinion as to whether the financial 
statements present fairly the position of the client at a given date and the 
results of its operations for the period under review, in conformity with 
generally accepted accounting principles applied on a basis consistent with 
that of the preceding period.^ 

The expression of such an opinion is based on an examination made in 
accordance with generally accepted auditing standards applicable in the 
circumstances of the case. This type of examination is usually based on 
testing and sampling of a portion of the financial transactions during the 
period rather than on a detailed examination. Such an examination is not 
designed to reveal relatively minor errors or irregularities in the accounts, 
and, in view of its purpose, it is generally limited in scope to matters which 
may have a material effect on the financial statements and which are, or 
should be, reflected in the financial records and books of account. It is 
also limited to those matters upon which the accountant, through his pro¬ 
fessional training and experience, is qualified to pass, and which are reason¬ 
ably within the sphere of his activities as an independent public accountant. 
Obviously, it does not include matters of law which require the judgment 
of an attorney. 


Extension of Usual Examination 

These limitations of the usual examination, both in scope and as to pur¬ 
pose, are important considerations in determining whether and, if so, to 
what extent, an examination should be extended for the purpose of ascer¬ 
taining whether there has been compliance with wartime regulations. The 
effect of noncompliance on the financial statements is the primary con¬ 
sideration, and here, as in the case of auditing procedures in general, the 
likelihood of the statements being affected materially should determine the 
course of action. 

^See Statements on Auditing Procedure No. S, issued in February, 1941. 
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As indicated above, failure to comply with wartime regulations may in¬ 
volve liabilitites in the form of fines, refunds, damages, or other financial 
penalties. Where such liabilities may have a material effect on the finan¬ 
cial statements, the indeperident accountant must take cognizance of the 
possibilities. He is expected to have knowledge of the existence and 
general nature of regulations governing materials, prices, wages, etc., and 
of the fact that noncompliance may residt in a financial liability. Under 
these circumstances, the usual procedures for determining the existence 
of liabilities would be applicable. 

The usual examination includes inquiries as to the system of internal 
control and the accounting procedures of the company. In addition, the 
accountant will usually make general inquiries of the management as to 
the safeguards, procedures, and organizational steps which have been 
adopted to insure compliance with applicable regulations. It is also cus¬ 
tomary to obtain a statement, preferably in writing and signed by a respon¬ 
sible official of the client, indicating that all outstanding liabilities are re¬ 
flected in the accounts and setting forth the status of any contingent 
liabilities.^ Possible penalty for violation of wartime regulations is one of 
the matters to be considered in such a statement. ■ 

The Committee points out, however, that auditing procedures of the 
usual examination cannot be expected to provide assurance that a client 
has complied with all detailed requirements of some of the regulations, 
such as the War Production Board’s priorities requirements and OP A price 
ceilings, because the transactions involved do not normally come within 
the independent public accountant’s scrutiny. Reasonable assurance of 
such compliance would necessitate an undue extension of the scope of the 
usual examination which, in the absence of special grounds for question, 
would not be warranted by the probable effect on the financial statements. 
The accountant, therefore, need not extend his examination to include a 
search for violations of this type unless he has reason to believe that viola¬ 
tions have occurred, or unless he comes upon evidence of their exist¬ 
ence. 

Under the same criterion of materiality, however, the accountant should 
make more specific inquiries in respect of such matters as compliance with 
wage and salary stabilization regulations, in view of the severe penalties 
for their violation and the possible effect such penalties may have on the 
financial statements, particularly the reasonableness of the provision for 
federal income and excess-profits taxes. 

While the accountant would not ordinarily be expected to seek for 
isolated changes in the compensation of minor employees, especially when 
their number is large, he shotdd consider changes in the compensation of 

'■ See Statements on Auditing Procedure No. 4, issued in March, 1941. 
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important executives and general horizontal changes in the compensation 
of large groups of employees. In such cases, he should satisfy himself 
that the changes have been authorized by the appropriate governmental 
body or are of a nature which, under the regulations, do not require such 
authorization. He is faced with uncertainty as to the legal status of many 
transactions under wage and salary stabilization; but, after considering 
the various aspects of the situation, he should arrive at a conclusion as to 
whether or not a reserve should be provided. 

As to any of the wartime regulations, the accountant must make further 
inquiry if, in the course of his usual examination, he encounters evidence 
which leads him to believe that violations have occurred which might result 
in liabilities or penalties materially affecting the financial statements. 
The nature of such further inquiry wilt necessarily vary in the circum¬ 
stances of each case. Reference to the applicable laws and regulations 
will be required, but it is pertinent to point out that many of the regulations 
are very detailed, complicated, technical, and difficult of interpretation. 
In some cases the accountant may find it necessary to obtain counsel’s 
opinion as to the interpretation and effect of the regulations in question, 
and he is ordinarily entitled to rely on such opinions. 

In view of the pervasive nature of wartime regulations, the independent 
accountant ordinarily will have no assurance, as a result of his usual ex¬ 
amination, that the client has not, innocently or otherwise, violated some 
one or more of the many detailed regulations. While the accountant may 
be expected to take general cognizance of these regulations, it is the opin¬ 
ion of the Committee that the scope of his usual examination should not 
ordinarily be greatly extended for the purpose of detecting instances of 
violations unless he has reason to believe that violations have occurred; 
he should, however, be alert to recognize indications of violations. The 
need for extending the usual procedures will vary with the circumstances, 
depending upon the relative importance of the consequences of violation on 
the financial statements, the safeguards provided by the client, the nature 
of the evidence coming to the attention of the accountant, and possibly 
other considerations. 

The foregoing conclusions as to the usual examination do not preclude 
the independent accountant from undertaking a special examination for 
the purpose of determining whether a client has complied with specific 
regulations, or from extending the scope of his usual examination for this 
purpose, when requested to do so. Even in these cases, however, the 
limitations on the accountant’s ability to interpret the applicable laws and 
regulations must not be overlooked. 
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ACCRUED LIABILITIES 

1. Interest, taxes, wages, etc., which have accrued to the end of the 
period under review but are not due and payable until a later date, are 
grouped on the balance sheet under “accrued liabilities.” Special atten¬ 
tion is directed to the following liabilities: 

2. Interest payable. Make inquiries to ascertain whether provision has 
been made for interest due or accrued. See that interest on bonds and 
notes payable has been provided for and give consideration to the possi¬ 
bility that interest may be payable on past-due book accounts, on loan 
accounts of officers or directors and on judgments, overdue taxes and other 
liens.^ 

Judgments, overdue taxes, and the like may also bear interest. The 
auditor should ascertain whether or not any such accounts exist, and, if so, 
should compute or verify the amount of interest thereon. 

3. Taxes. Ascertain the amount of accrued federal, state and local 
taxes including any liability for taxes withheld. In the case of some local 
taxes it may be necessary to inquire of the taxing authority as to the period 
for which taxes accrue. Determine the present situation relative to 
federal income taxes for the current and prior years, i.e., what years have 
been examined, and what years have been finally closed. If there are in 
dispute any items of material importance on which a difference of opinion 
exists, adequate provision should be made or the situation should be 
disclosed in a footnote to the balance sheet, failing which reference should 
be made in the accountant’s report.^ 

The calculation of accrued taxes should be scheduled, and tax payments 
made during the year should be shown, with a sufficient description to 
indicate the character of tax and the period covered. Vouchers or re¬ 
ceipted bills for all taxes paid should be examined. The taxes paid and 
the taxes accrued should be brought into agreement with the ledger 
account. 

4. Salaries and wages. If the date of the balance sheet does not 
coincide with the date to which the last pa 3 rroll of the period under review 
has been computed, ascertain the amount accrued to the date of the 
balance sheet. Inquiries should also be made as to any profit-sharing 
or bonus plans.^ 

i Schedule, p. 212. 

* Schedules, pp. 211 and 213. 

* Schedule, p. 209. 
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5. Traveling expenses and commissions. See that provision has been 
made for unreported expenses of traveling salesmen and for accrued 
commissions. 

6. Legal expenses. Provision should be made for any accrued liability 
for legal expenses. 

The auditor should give special attention to bills for services, for although 
the bills may be dated some time in the new period the services were 
almost certainly rendered during the period under audit. An important 
source of information on liabilities for services is the minute book, partic¬ 
ularly in the case of legal, engineering, or other professional charges. 
Cases have been known in which legal fees, sufficiently large to have an 
important bearing on the financial position of the company, have not been 
shown in any company record except the minute book until they were paid. 
As in the case of most other charges for services, they were incurred and 
the benefits received long before payment was made. 

7. Damages. Inquire if there are any claims or suits for damages not 
covered by insurance; if any evidence is fotmd indicating such liability, 
obtain information on which to base an opinion as to the amount that 
should be set up as an accrued liability or as a reserve against probable loss. 

NOTES PAYABLE 

1. Obtain or prepare a schedule showing the dates and amoimts of 
notes payable, interest rates, due dates, names of payees, collateral, 
endorsers and interest accrued to the date of the balance sheet.^ 

2. See that the schedule agrees with the notes-payable book and with 
the balance of the notes-payable account in the ledger. 

3. Confirm notes payable by obtaining from all banks in which the 
company maintains balances and from all note brokers with whom the 
company transacts business statements of notes and drafts discounted or 
sold and not paid prior to the date of the balance sheet and details of 
collateral held, endorsements, etc. Check the schedule with these state¬ 
ments. Confirm other notes payable recorded on the books, if important 
in amounts.^ 

The auditor ordinarily should have confirmation letters prepared and 
sent to holders of the company's notes. An exception would be a company 
issuing notes through a broker: in this case a single certificate from the 
note broker would constitute a satisfactory verification of the notes out¬ 
standing. As rapidly as the certificates or confirmations are received the 

1 Schedule, p. 206. 

* Schedule, p. 174. 
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items on the list of outstanding notes should be checked off. Interest 
payments, discount, etc., should be scrutinized to make certain that such 
items do not relate to any notes not entered in the books. 

One method of proving interest payments and discount is to add columns, 
in which these items may be entered, to the schedule on which notes 
payable are listed. This facilitates checking interest paid or accrued, and 
when the total is in agreement with the ledger account this fact proves that 
all items of interest and discount have been applied for specific obligations. 

All collateral pledged for notes outstanding should be confirmed. The 
holders of the notes or the brokers through whom the notes were sold 
should be asked, when they confirm the existence of the notes, to specify 
any collateral held. Any securities or other property so pledged should be 
referred to in the balance sheet prepared for certification. A simple 
pro forma letter requesting a certificate for notes payable is as follows: 


Gentlemen: 

To assist in the usual annual audit of our accounts will you please notify 
our auditors, Kean, Swift & Co., of the extent of our liability to you as of 

__, 19__ Kindly show each note separately giving 

due date, interest accrued, and date interest is payable and state what security 
for the notes, if any, is deposited with you. 

Your compliance with this request will be appreciated. 

Yours very truly, 


Secretary or Treasurer 

The standard bank confirmation form prepared by the American Institute of 
Accountants provides for the report of loans made by banks, and for these 
loans no other form of confirmation is required (see schedule, page 174). 

Whether or not the requests for all such letters of confirmation will be 
written by the client or will be prepared by the auditor and approved by the 
client is of little importance and may depend upon circumstances; usually, 
perhaps, such requests will be prepared by the client. 

It is important that the auditor, when verifying notes payable, ascertain 
what is necessary to make notes valid, i.e., what officers are authorized to 
sign notes. If it is found that a single officer may sign notes, this should be 
reported to the person in charge of the audit in order that the matter may 
be taken up with the client or included in the report, if this condition 
indicates any actual weakness in internal check and control. 
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Notes payable for other than merchandise, supplies, or current loans, 
when the amount is significant, should be shown separately under current 
liabilities rather than included with other current trade Uabilities. The 
verification of such notes would be similar to that of trade notes payable. 
As it is the general rule to include in current liabilities all amounts pay¬ 
able within one year, a funded debt maturing and to be retired within the 
coming year should be shown separately under current liabilities. 

4. See that there is an adequate control of notes payable and ascertain, 
preferably by examination of the canceled notes, that notes paid during 
the period have been properly discharged. An analysis of the interest 
account may provide additional information regarding interest-bearing 
liabilities. 

5. Hypothecation of any of the company's current assets or investments 
as collateral for notes payable or other liability should be noted on the 
balance sheet. 

6. Notes payable to affiliated companies and to stockholders, directors, 
officers and employees should be shown separately on the balance sheet. 

CONTINGENT LIABILITIES 

1. Make inquiries relative to the existence of contingent liabilities. 
Such liabilities will usually be of the following nature: 

2. Notes receivable discotmted. (See procedure suggested under notes 
receivable.) 

3. Indorsements and guaranties. Ascertain from responsible officers 
of the company whether any indorsement of unrelated paper or any 
guaranties have been made and if so what security has been received to 
protect the company. This inquiry is especially necessary if it is known 
that any of the officers are interested in other enterprises. 

4. Judgments. Any liability for judgments not appearing on the 
records of the company may be discovered by searching the public records; 
but this is within the province of lawyers, not of accountants. Many 
business men will not permit entry in their books of a judgment from 
which they intend to appeal, and it becomes difficult for the accountant to 
find any evidence of such a liability except by inquiry of responsible 
officials. Make such inquiries. If any liability exists, though not finally 
determined, appropriate mention of the facts should be made in a footnote 
to the balance sheet. 

5. Unfulfilled contracts. Where the nature of the business requires 
large purchase orders for future delivery ask for copies of such purchase 
orders. If the contract prices are higher than market prices and the pur¬ 
chase contracts are not protected or only partly protected by firm sales 
orders, it may be necessary to set up a reserve for possible loss. 
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6. Damages. There may be claims or suits for damages not covered 
by insurance or by reserves provided therefor. If evidence is found 
indicating a liability of this nature, request full information so as to be able 
to form an opinion as to the amount which should be stated as a contingent 
liability. 

7. Liability for real-estate bonds and mortgages. Investigate the 
possibility that any liability may result from the sale by the company of 
proper^ subject to mortgage. If property subject to a mortgage has been 
sold there may be a contingent liability tmder the bond tmless the mortgage 
has been satisfied, the satisfaction recorded and the bond canceled. 

8. Notation should be made on the balance sheet relative to contingent 
liabilities where the amounts involved are or may become materiaL Ih 
case of claims, litigation and other matters involving a legal determination 
it may be advisable for the accountant to obtain information, preferably in 
writing, from the company’s legal advisors as to the probable extent of the 
liabUity. 

The certificate of liabilities that should be obtained from executives of 
the company does not relieve the auditor of his responsibility but merely 
serves as an additional evidence that liabilities are not being knowingly 
concealed. 

A type of contingent liability not previously covered by the Committee 
is that under policies with mutual insurance companies, discussed in the 
statement which follows: 

Statement No. 7 — March, 1941 

Contingent Liability under Policies with Mutual Insurance Companies 

A question has been directed to the Committee on auditing procedure as 
to whether it is customary or necessary for a company which carries insur¬ 
ance with mutual insurance companies to indicate on its balance sheet 
under the heading of contingent liabilities or otherwise that the company 
is subject to assessment under the insurance policies. 

In an endeavor to ascertain the nature and extent of the Contingency and 
the frequency with which tosses have been sustained in the past, inquiries 
have been made of American Mutual Alliance, an association of mutual 
insurance groups whose members operate in the fire and casualty insur¬ 
ance field. 

Information from this source indicates that, except for farm companies 
which usually operate in a strictly limited territory and on an assessment 
basis after losses are determined, companies with which the independent 
public accountant seldom comes into contact, there are very few mutual 
insurance companies in the general field which carry an unlimited-assess- 
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ment provision in their policies. It is also stated that the vast majority of 
mutual fire and casualty companies which operate on a state-wide or 
national basis issue either policies under which there is no liability for 
assessment, commonly referred to as nonassessable policies, or limited- 
liability policies under which provision for an assessment of one additional 
premium is made. A few of these companies issue policies carrying un¬ 
limited liability. A greater nurhber of others limit the assessment liability 
to from two to five times the annual premium or deposit. Occasionally the 
liability is limited to a small percentage of the face amount of insurance 
carried. 

American Mutual Alliance has furnished a tabulation of special assess¬ 
ments levied by mutual insurance companies operating in the field referred 
to above which were still active at the close of 1940. This tabulation shows 
that only ten companies in the general class have levied assessments 
since 1900, and the highest of these assessments appears to have been 
equal to one year’s premium. 

The Committee took into consideration the fact that deposits are required 
to be made by the insured which are usually several times greater than a 
normal year’s premium, so that several years’ normal losses are covered 
by the deposit and the likelihood of the insured being called on to pay out 
any amount of cash is therefore remote. As a rule, any material increase 
or decrease in losses is reflected by higher or lower premiums (or by lower 
or higher “dividend^’) in subsequent periods. 

The Committee accordingly reached the conclusion that the likelihood 
of any losses occurring which would wipe out the insurance deposits, or 
impair it by an amount which would be material in reference to the position 
of the insured, was so remote that there was no necessity for making a 
notation of such a contingency on the balance sheet. 

The committee was <dso of the opinion that it had not been general 
practice to make such notations, although the Committee recognized that 
there had been occasional cases where, in what was probably a desire for 
the fullest disclosure possible, a notation had been inserted. 

LIABILITIES IN GENERAL 

In endeavoring to see that all liabilities are reflected in the balance 
sheet, the accountant should not go to the extreme of providing meticu¬ 
lously for every minor item that he happens to discover. There will 
always be overlapping items between years, which have no important 
bearing on the accounts. His function is to see that liabilities ascertain¬ 
able by a reasonable examination are included in the balance sheet. 

Contingent liabilities are apt to be numerous in large companies. In 
the ordinary course of business there is frequently a large number of 
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outstanding claims or suits for damages and commitments of various 
kinds. It is often very difficult, if not impossible, to determine the amount 
in money that may be involved, since the nominal amount of a suit is no 
measure of the maximum amount that may have to be paid. It is generally 
recognized that such conditions exist and it is only necessary to refer to 
major or unusual situations. In case of claims, litigation and other 
matters involving a legal determination it may be advisable for the account¬ 
ant to obtain information, preferably in writing, from the company’s 
legal advisors as to the probable extent of the liability. 

Trade accounts payable are created by contracts for the purchase of 
goods or services by the company and are generally evidenced by bills 
received after or at the time the goods are received or the services rendered. 
The bills should be attached to approved vouchers. 

Accrued liabilities are amounts computed by the company for which 
bills may or may not be rendered and include accrued payrolls, taxes, 
interest, and similar items. These items are generally shown separately 
in the balance sheet under good accounting practice and the rules of the 
Securities and Exchange Commission. Whether several accrued liabilities 
should be grouped as one item or whether they should be shown separately 
depends upon the amount and importance of each item. 
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(All matter in boldface roman t3rpe is quoted from the American Insti¬ 
tute of Accountants bulletin, “Examination of Financial Statements by 
Independent Public Accountants.”) 

1. In the case of companies which issue their own stock, examine the 
stock records and stock certificate books to ascertain the amount of 
capital stock outstanding. See that the company is compljdng with the 
requirements of laws imposing transfer taxes. 

If the transfer department of the company should be so well organized 
and operated as to make serious error or fraud unlikely, the auditor’s 
examination might, as in other cases where internal check is involved, 
extend no further than is required to satisfy himself of these facts. For 
smaller companies or those having a relatively small number of stock¬ 
holders, it may be necessary to examine the stock registers and the stock 
certificate books and to prepare separate schedules of the common and 
preferred stockholders somewhat as follows: 


XYZ Company 7% Cumulative 
Preferred Stock 

Authorized and Issued $500,000 

Par $100 

In name of 

Certificate 

No. 

Number 
of shares 

Remarks 






Under “remarks” should be stated whether or not the certificates have 
been receipted for, etc. In some cases it may be desirable to list all 
certificates, showing those which have been canceled (in the first two 
columns only) as well as those outstanding. The total of the “number of 
shares” column must account for all outstanding certificates and for the 
total capital as reflected in the balance sheet. 

When the stock is issued by the company itself the auditor should either 
satisfy himself that the company’s internal organization is such that 
serious error is unlikely or he should compare the stock registers and stock 
certificate books with the lists of outstanding stockholders and see that 

14s 
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proper transfer-tax stamps have been purchased, attached to the docu¬ 
ments, and canceled. This frequently involves consultation with the 
client's legal counsel. 

In examining the certificate books the auditor should observe whether 
or not all canceled certificates are pasted back into the certificate book 
and are marked ‘‘canceled." The canceled stock certificates are usually 
not pasted back into the certificate book in the case of larger companies 
having active stocks; these lg,rger companies, however, ordinarily have 
transfer agents and registrars and the auditor has little reason for seeing 
the stock certificate books. 

2. If a trust company is the registrar of the capital stock, obtain from the 
registrar and/or transfer agent a certificate as to the number of shares of 
capital stock issued and outstanding.^ 

Letters should be obtained from the transfer agents and registrar 
certif 3 dng to the capital stock outstanding, which should show separately 
the number of shares of each kind of capital stock outstanding, whether of 
par value or no par value. 

3. If any stock has been sold during the period under review see that the 
cash or other consideration for which the stock was issued was in accord 
with authorization of the directors. Make inquiries as to the existence of 
any stock options, warrants, rights or conversion privileges. If any exists, 
details should be given on the balance sheet. 

The proceeds from the sale of the stock, whether cash or property, 
should be accounted for, so far as it is possible for the auditor to do so. 
On a first audit, the capital stock account, like the property and surplus 
accounts, should be completely analyzed from the beginning of the business 
or for a reasonable period of time. The auditor should determine how 
the capital stock was set up in the books in the beginning—f.e., whether or 
not property or cash, etc., was received for it—^and he should record in his 
working papers all important changes in the account from that date (see 
schedule, page 215 and page 37 of Report on Audit, Chap. XII). 

A schedule should be prepared in case changes in the capital stock have 
taken place during the year, showing (1) the shares and book value of the 
stock outstanding at the beginning of the period, (2) the additional issuance 
(including the date of issue, the number of shares issued, the par value of 
the shares issued, and the amount and kind of property received), (3) the 
shares redeemed or canceled during the year, and (4) the capital stock 
outstanding as of the close of the period under audit. The auditor should 
verify the proceeds of the sale of additional stock, tracing the cash into the 

i Schedules, p. 216. 
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cashbook and bank, or satisfying himself that the physical property has 
actually been transferred to and received by the corporation. 

4. If stock has been subscribed on an instalment plan ascertain whether 
or not any payments are in arrears. If special terms have been extended 
to any stockholder, examine the minutes of the board of directors to see 
that such terms have been approved. 


A schedule of such installment sales mjiy be prepared somewhat as 
follows: 

XYZ Company—Installment Sales—Common Stock 



No. of 

No. of 

Total 

Premium 

Sold to 

shares 

install- 

par 

or dis- 


common 

ments 

value 

count (red) 

Silas Marner. 

200 

5 

$20,000 

None 

Totals. 

10,000 


$1,000,000 

None 


December 31, 19— 


Amount each 
installment 

Installments 

Total 

amount 

unpaid 

Installments 
paid in 
full and 
stock issued 

Remarks 

Paid 

12/31/ 

Unpaid 

12/31/ 

$4,000 

3 

2 

$8,000 

4/5/ 


$200,000 


The total amount of unpaid installments should be proved by checking 
against the subscription lists. 


5. The capital stock or stated capital should be shown on the balance 
sheet in accordance with the statutes of the state under the laws of which 
the corporation is organized, the articles of incorporation and the corpora¬ 
tion’s minutes. It should be borne in mind that the laws of most states 
have special provisions relative to the acquisition of treasury stock by a 
corporation. 

6. Each class of stock should be stated separately on the balance sheet, 
with the amoimt authorized, issued and outstanding and the par value per 
share. If the stock is of no par value the stated or assigned value per 
share, if any, should be shown and the redemption price or the amount of 
preference upon liquidation. If any stock of the company is held in the 
treasury it should preferably be shown as a deduction from capital stock 
or from surplus or from the total of the two, at either par or cost, as the 
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laws of the state of incorporation and other relevant circumstances require; 
If it is included on the asset side of the balance sheet the circumstances 
justifying such treatment should be indicated in the caption or in a footnote 
to the balance sheet. 

In scheduling treasury stock the auditor should begin with the balance 
as shown by the general ledger trial balance at the beginning of the period 
under audit. Certificates of stock on hand at the close of the year should 
be verified by inspection. The sales and purchases of the period should be 
supported by brokers’ advices and by cashbook entries. 

Good current accounting practice is indicated by Rule 3-16 of Regula¬ 
tion S-X issued by the Securities and Exchange Commission, which reads: 

Reacquired shares, if significant in amount, shall be shown separately as a 
deduction from capital shares, or from the total of capital shares and surplus, or 
from surplus, at either par or stated value, or cost, as circumstances require. 

There may occasionally be circumstances which would justify showing 
treasury stock on the asset side of the balance sheet as, for instance, when 
stock is purchased for resale to employees. In these somewhat rare 
situations a full explanation should be given either on the face of the 
balance sheet or as a footnote. 

7. The total amount of dividends or the dividends per share on outstand¬ 
ing cumulative preferred stock which are in arrears should be stated on 
the balance sheet. All dividends declared but not paid at the date of the 
balance sheet should be included in the cturent liabilities. 

FUNDED DEBT 

1. Obtain from the trustee a statement of the amount of bonds outstand¬ 
ing, in confirmation of the liability shown on the balance sheet. Check 
the accrued liability for interest on outstanding bonds, and reconcile the 
relative interest expense taken up in the profit and loss account.^ 

The audit of funded indebtedness involves the preparation of a schedule 
summarizing all funded indebtedness outstanding and separate schedules 
for each issue of bonds or other long-term indebtedness (see schedule, 
page 214). 

2. Examine bonds redeemed during or prior to the period under review 
to see that they have been properly canceled, or, if they have been de¬ 
stroyed, the statement obtained from the trustee should show the net 
amount outstanding. 

3. Ascertain the sinking-fund requirements of the bond indenture and 

^Schedules, pp. 212, 214, and 215. 
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see that due consideration has been given to them. Any default in the 
interest or sinking-fand requirements that may exist should be mentioned 
on the balance sheet. 

4. Give consideration to any other important stipulation of the trust 
indenture concerning the accounts. Trust indentures, for example, some¬ 
times stipulate that current assets shall be maintained at a stated amount 
in excess of current liabilities. 

5. Check the liability on account of mortgages or other liens so far as the 
company’s records afford data. Confirm the amounts shown by the books 
of account and the interest rates, due dates, etc. This may be accom¬ 
plished by obtaining certificates from the mortgagees. 

6. The balance sheet should show the amount of bonds issued and in 
treasury or sinking funds, and also the rates of interest and the dates of 
maturity or, in the case of serial bonds, the annual or periodic maturities. 
Serial bonds, notes and mortgage instalments due within one year should 
be separately disclosed and if material should be included with the current 
liabilities. 

The balances of each issue at the beginning and at the end of the fiscal 
period should be brought into agreement with the general ledger trial 
balance figures, and all transactions relating thereto should be fully 
accounted for in the working schedules. When bonds are purchased and 
canceled the auditor should see the cremation certificate or the canceled 
bonds or should obtain a letter from the trustee concerning the disposition 
of the bonds. When bonds are called, some of the owners may not turn 
them in promptly to the trustee, and the bonds in the possession of the 
trustee may be held until a sufficient number have been received to make it 
convenient to cremate them. 

It is important to show in the balance sheet or by means of an attached 
exhibit the various maturity dates of bonds and mortgages, for such facts 
are of great interest to bankers or other credit grantors. 

In verifying treasury bonds the auditor should begin with the balance 
as shown by the general ledger trial balance at the beginning of the period 
under audit. He should analyze in detail the additions of the year, seeing 
that each debit to the general ledger account is fully explained. The 
purchases should be entered at cost price. Both the par value and the 
purchase price of all acquisitions of the year should be shown and entries 
adjusting treasury bonds to par should be checked. 

Credits to this account will ordinarily consist of bonds delivered to the 
trustee for cancellation. Any other credits should be carefully investi¬ 
gated. Under present practice, particularly if the company is listed on a 
securities exchange, it is unlikely that treasury bonds will be resold, since 
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several rules of the Securities and Exchange Commission make this difficult. 
If there are such sales the circumstances should be fully explained. 

The bonds held at the time of the audit should be verified by inspecting 
the bonds on hand and in the treasury. In case the bonds were not counted 
at the same time as the cash and other securities at the close of the fiscal 
period, the cashbook should be scanned for any entries to this account 
between the close of the period under audit and the date of the actual 
count or examination. Broker’s advices should be inspected in order to 
support the cashbook entries. By adding to the bonds on hand at the date 
of the count those retired or canceled since the close of the period under 
audit, and then deducting the purchases since that date, the bonds on hand 
at the close of the period under audit may be determined. 

In the balance sheet the item of treasury bonds should be stated sepa¬ 
rately; it is usually shown as a short extension in the balance sheet and is 
deducted at par from the outstanding bonds. In case a company’s own 
bonds are held in other special funds, such as pension funds, insurance 
funds, sinking funds for other bond issues, and the like, they need not be 
deducted from the total bonds outstanding but should be valued as any 
other fund investments. However, since it is the purpose of a balance 
sheet to show a company’s relation to the outside business world, it is 
preferable to deduct true treasury bonds from the total issued bond 
indebtedness, thus showing the net funded debt outstanding. 

This chapter has outlined briefly the procedure in verifying two of the 
most important items in the balance sheet: capital investment and funded 
indebtedness. To the inexperienced auditor it may seem that because the 
entries to these accoimts are relatively few the verification is correspond¬ 
ingly unimportant, but such an opinion is entirely wrong. Some very 
large defalcations, and manipulations as well, have been accomplished by 
tampering with the capital accounts, and every reasonable precaution 
should be taken by the auditor in his examination to assure himself that all 
transactions are regular and proper. 
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(All matter in boldface roman type is quoted from the American Institute 
of Accountants bulletin, ‘‘Examination of Financial Statements by Inde¬ 
pendent Public Accountants,’’ January, 1936. All matter in boldface 
italic type is quoted from Statements on Auditing Procedure issued by the 
Committee on Auditing Procedure of the American Institute of Account¬ 
ants, which modify or amplify the bulletin. The number of the statement 
precedes the quotation.) 

1. Analyze the surplus accounts for the period covered by the examina¬ 
tion. Reconcile the opening balance with the surplus shown in the pre¬ 
vious balance sheet and consider the propriety of the entries made in the 
surplus account.^ 

In a first audit the client should be asked to provide the auditor with an 
analysis of the surplus account from the organization of the business to the 
beginning of the audit, or for a reasonable period of time. Such a state¬ 
ment will give the auditor a good bird’s-eye view of the past operations of 
the business and will also serve as a check on the property account in so far 
as surplus adjustments may have been made to that account (see page 38 
of Report on Audit, Chap. XII). 

There is, at the present time a tendency to avoid surplus adjustments 
where these are corrections of the income of past years. Surplus adjust¬ 
ments, as such, are now largely confined to adjustments of a capital nature. 
Gains or losses on the acquisition or sale of treasury stock, stock dividends, 
ordinary dividends, the creation of surplus through a reduction in the par 
value of stock, or adjustments to good will or other intangibles, except 
where there are periodic charges for amortization, are examples of trans¬ 
actions now considered to be the proper subject of entries made direct to a 
surplus accoimt. Practice in this respect is not yet settled. Even those 
who do not agree that surplus adjustments should be restricted to capital 
items agree that items immaterial in amount should go through income. 

Many accountants prefer a combined statement of income and surplus, 
showing income for the period, extraordinary or unusual items not relating 

^ Schedule, p. 217. 
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to the year’s operations, and an amount for the total net charge or credit 
to surplus for the year. 

In any event the working papers supporting the income and surplus 
accounts would be substantially the same whatever form of statement 
is used. 

For the current audit, all charges and credits to surplus should be 
analyzed and their nature clearly indicated in the working papers. Small 
items that might be theoretically justified as surplus adjustments are, for 
convenience, often treated as miscellaneous income or expense, since 
the Securities and Exchange Commission and good general accounting 
practice require that the amount and nature of transactions handled 
directly through the surplus account be shown in reports to stockholders 
or third parties. Obviously it is undesirable to obscure the explanation of 
amounts of real importance by including insignificant items. 

The auditor quite frequently finds that adjustments made in the prepara¬ 
tion of the previous balance sheet have not been taken up in the client’s 
books. This is particularly true in the case of the surplus and the property 
and plant accounts, though not infrequently it applies to other accounts 
also. Until the auditor has given thought to the problem and learned by 
experience how to treat it, he may have difficulty in making up the accounts 
correctly. It is necessary to adjust the client’s books to the figures which 
the auditor believes indicate the real situation and which he is willing to 
certify. The exact form such adjustments shall take is not the important 
point; the following is perhaps as clear and satisfactory as any: 

Surplus Account, December 31, 19— 

Balance, per client^s books, beginning of year (date).... $ 

Auditor’s adjustments not taken up: 

Credits: 

A (cross-indexed to the adjusting journal entries) $ 

B. 

C. 

Etc. _ 

% 

Debits: 


X (as above)... $ 

Y. 

Z. . 

Balance, per auditor’s working papers, beginning of 

year. $ 

Current additions and deductions: $ 

(properly explained and supported by subsidiary 

schedules, journal entries, etc.). . 

Balance, per balance sheet, close of year (date). $ 
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Each item appearing in the foregoing statement should be properly 
supported by and cross-indexed to subsidiary schedules, adjusting journal 
entries, etc., in order that the statement may be clear to anyone who may 
read it. 

2. Check by reference to the minutes of directors’ meetings the dividends 
declared or paid during the period under review. If stock dividends 
have been distributed, ascertain that the treatment on the books is in 
accordance with the minutes. Adequate disclosure should be made.^ 

3. Where practicable the nature of the surplus should be shown on the 
balance sheet divided under principal classifications such as: 

(a) Earned surplus (or deficit) 

(b) Capital or paid-in surplus 

(c) Surplus arising from revaluation 

If there are any restrictions on the surplus by reason of state laws, 
charter provisions, etc., such as in the case of reacquired shares, the 
nature of the restrictions should be indicated. 

The discussion of surplus in Regulation S-X of the Securities and Ex¬ 
change Commission deals somewhat differently with the question of 
showing surplus in the balance sheet. Rule 5H)2, Section 34, states: 

^'SURPLUS.—(a) Show in the balance sheet the division of this item into (1) 
paid-in surplus; (2) surplus arising from revaluation of assets; (3) other capital 
surplus; and (4) earned surplus. However, if, in the accounts, separate balances for 
these are not shown at the beginning of the period of report, i.e., if the company 
has not, up to the beginning of the period of report, differentiated in its accounting 
for surplus as indicated above, then the unsegregated items may be stated in one 
amount. If the above segregation of surplus is not made, the account titles used 
shall be such as will indicate the general types of surplus included therein. If 
undistributed earnings of subsidiaries are included, state the amount thereof 
parenthetically, or otherwise. However, in a consolidated statement, the pre¬ 
ceding sentence shall have reference only to the undistributed earnings of sub¬ 
sidiaries not consolidated in such statement.” 

In any case there remains the necessity of classifying the elements of 
surplus as they were charged and credited in total to the surplus account 
under review. In cases in which it is not considered practicable to allocate 
specific charges to surplus against specific credits, which would result in 
net balances of earned, capital, or other surplus, the gross transactions 
should be shown as they occur. 

Surplus accounts prepared on this basis have been accepted by the 
Securities and Exchange Commission. Some representative corporations, 
in their annual reports to stockholders, show a total balance of surplus at 

* Schedules, pp. 217-218. 



SURPLUS, RESERVES, AND PROFIT AND LOSS STATEMENT 161 


the begiiuung of the year and additions and deductions during the period. 

The auditor must, therefore, be familiar with all the different types of 
surplus, whether he is to show these gross as the transactions occur, or to 
attempt to maintain the identity of different types of surplus. Circum¬ 
stances in particular cases will dictate the method of presenting the surplus 
account. The wide latitude allowed by the Securities and Exchange 
Commission and current accoimting practice increases rather than dimin¬ 
ishes the auditor’s responsibility for the statement of the surplus account. 

4. The balance sheet should show as “surplus arising from revaluation,” 
or by some similar title, any credit resulting from increasing the book 
value of capital or other assets by revaluation, whether on the basis of 
independent appraisal or otherwise. 

5. Unrealized profits should not be credited to income account either 
directly or indirectly, by charging against such unrealized profits amounts 
which would ordinarily be chargeable against income account. Profit is 
deemed to be realized when a sale in the ordinary course of business is 
effected, unless the circtunstances are such that the collection of the sale 
price is not reasonably assured. An exception to the general rule may be 
made in the case of inventories in industries (such as the packing-house 
industry) in which it is a trade custom to take inventories at net sellmg 
prices which may exceed cost. 

6. Intercompany profits on sales of securities or other property should 
not be taken into the consolidated surplus account until realized by sale 
outside the group of aflSliated companies. 

7. Capital surplus, however created, should not be used to relieve the 
income account of the current or future years of charges which would 
otherwise require to be made against income. This rule might be subject 
to the exception that where, upon reorganization, a reorganized company 
would be relieved of charges which would require to be made against 
income if the existing corporation were continued, it might be regarded as 
permissible to accomplish the same result without reorganization provided 
the facts were as fully revealed to and the action as formally approved by the 
stockholders as in reorganization. 

8. Earned surplus of a subsidiary company created prior to acquisition 
does not form a part of the consolidated earned surplus of the parent 
company and subsidiaries; nor can any dividend declared out of such 
surplus properly be credited to the income account of the parent company. 

9. If capital stock is issued nominally for the acquisition of property 
and it appears that at about the same time, and pursuant to a previous 
agreement or tmderstanding, some portion of the stock so issued is 
donated to the corporation, it is not permissible to treat the par value of the 
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Stock nominally issued for the property as the cost of the property. If 
stock so donated is subsequently sold, it is not permissible to treat the 
proceeds as a credit to surplus of the corporation. 

PROFIT AND LOSS STATEMENT—GENERAL 

1. Analyze the profit and loss account for the period and obtain or 
prepare a working profit and loss statement in as much detail as is readily 
available. The extent of the examination to be made is dependent upon 
the classification of the accounts and the factors outlined at the beginning 
of section II of the bulletin. The accountant should satisfy himself that 
the income received and the expenditures made are properly classified 
insofar as the facts are known to him or ascertainable by reasonable 
inquiry. 

2. The profit and loss statement should be prepared so that it will be 
reasonably informative. It is usually helpful to obtain corresponding 
figures for one or more preceding years for comparative purposes as an 
aid in ascertaining and inquiring into unusual items during the year under 
review. The budgets adopted by the company and monthly financial 
statements, where available, should also be obtained for comparison with 
the annual results. Determine so far as possible that the company has 
applied its accounting principles consistently throughout the period and 
see that adequate explanation is made in the profit and loss statement of 
any departure from such principles. 

3. A satisfactory form of profit and loss statement is given in Report on 
Audit, Chapter Xn, p^e 9, but any other form giving similar information 
may sufiice. Conditions vary so widely that it is not practicable to submit a 
program for the examination of the profit and loss statement. Certain 
suggestions only are given relative to the individual classifications. 

RESERVES 

1. Analyze all the reserves to determine the changes during the period, 
whether they be reserves deducted from the respective assets or shown 
on the liability side of the balance sheet. Give careful consideration to 
the accounting practices of the company in setting up reserves and in 
making charges against them.^ 

The term “reserves,” as commonly used in balance sheets may cover 
three different types of item: first, the valuation reserve measuring the 
exhaustion or decline in value of a specific asset; second, the reserve provid¬ 
ing for a specific liability or group of liabilities known to exist but not yet 
definitely reduced to an account payable, the amount of which may or may 
not be exactly determinable; and third, the reserve representing a segrega- 

‘ Schedules, pp. 180, 204, and 230. 
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tion or appropriation of surplus for a specified or unspecified purpose to be 
carried out in the future. 

The first type of reserve, of which reserve for depreciation and reserve 
for bad debts are examples, merely “measures the hole” in some asset and 
is generally deducted from the asset on the face of the balance sheet. In 
the ledger the reserve account is carried separately from the asset account 
for the reason that the reserve is, to some extent at least, an estimate and 
the facts are more clearly shown when the entries to the reserve are kept 
separately from those affecting the asset. 

Reserve for workmen's compensation, when the company is a self- 
insurer, is an example of the second type of reserve. Under modem 
practice most reserves of this type are shown under accrued liabilities. 

The third type of reserve, the segregation or appropriation of surplus, 
is in general a statement of the company’s present intention to make 
certain expenditures or provisions in the future. Typical of such reserves 
are 

Reserve for contingencies 
Reserve for working capital 
Reserve for plant expansion 

The reserve accounts almost universally found in balance sheets are the 
reserve for depreciation and the reserve for bad debts. These reserves 
should be deducted from their contra asset accounts, and in this volume 
have been discussed with the cost of properties and the accounts receivable, 
respectively. It will be unnecessary, therefore, to consider them further 
in this chapter. 

Other so-called “reserves” which have become more or less common in 
American balance sheets are 
Reserve for sinking fund 
• Reserve for insurance (subdivided) 

Reserve for loss on exchange 

Reserve for depreciation of inventories 

Reserve for unrealized intercompany profits on inventories 

Reserve for depreciation of securities 

Reserve for good will and patents 

Reserve for loss on commitments 

While still other reserve accounts might be named, the above group 
illustrates the types of reserves that the auditor may ordinarily expect to 
find in general ledger trial balances presented to him. A reserve can be 
placed in the ledger for any purpose desired, merely by charging operating 
income or surplus and crediting the desired reserve account. In auditing 
one company more than forty such reserves were found in the books of 
account. The above list of reserves should not be confused with appro- 
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priated surplus under such headings as reserve for working capital or 
reserve for capital additions. 

2. If the general or contingency reserves are of sufficient importance in 
comparison to the financial position or earnings of the company, it may be 
desirable for the company to include with its financial statements a sum- 
maiy of changes in reserves during the period. 

Reserves should be analyzed and reasonably full schedules of all changes 
should be prepared. This is necessary not only for proper statement of 
the accounts for stockholders and management, but a schedule of the 
additions and charges to each reserve account is required by the Securities 
and Exchange Commission (see Schedule XII, Form lOK, page 315). 

The auditor should be particularly careful in analyzing reserves to 
inquire into the propriety of the charges to them as well as the adequacy 
of each reserve to cover the contingency or liability for which it was created. 

During the war many reserves were created for reconversion, postwar 
contingencies, plant rehabilitation, war losses, losses on inventories relating 
to war material, and the like. While the accounting problems relating to 
such reserves are difficult and serious, the working papers covering them 
would be similar in construction to those for any other type of reserve. 

PROFIT AND LOSS STATEMENT 

Reasonable substantiation of a condensed income accotmt or profit and 
loss statement is usually not difficult whether in a large or a small company, 
and a great part of the work will already have been done in making the 
examination of the balance sheets at the beginning and end of the period. 
The separation of sales and deductions from sales, the determination 
of cost of sales and the classification of the various expenses and charges, 
however, are sometimes difficult in the case of a large company; and a 
good deal of reliance must necessarily be placed on the internal accounting 
classifications and control. Overhead is frequently distributed between 
operations or products or even between plants and this may make it 
difficult, if not impracticable, for the accountant to classify the summarized 
profit and loss statement in any greater detail than that followed by the 
company in its internal statements or to obtain the data necessary for that 
purpose from the underlying records. It is most important that the 
accountant obtain a thorough understanding of the accounting principles 
and classifications adopted by the company before making his examina¬ 
tion of the profit and loss statement. It will then be necessary for him 
to use his judgment to determine the relative importance of the different 
items and the amount of detailed checking which he considers necessary. 

The statement of profit and loss (see pages 13 and 39 of Report on Audit, 
Chap. XII), should show, ordinarily, the gross returns and net returns 
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from sales (or these may be shown in a supporting schedule), the cost of 
production, the gross profit of the period, the expenses of selling and admin¬ 
istration, miscellaneous income and expense, and the net profit and income 
of the period. A statement of additions to and deductions from the suiplus 
account may be included in the balance sheet. It may be appended to or 
form a part of the periodic statement of profit and loss. This is necessary 
in order that the surplus as shown in the balance sheet as of the close of the 
fiscal period may be fully explained and reconciled with the surplus at the 
beginning of the period (see page 13 of Report on Audit, Chap. XII). 

Figures for Federal or state income tax returns may generally be pre¬ 
pared from the totals of the classification of accounts (see pages 167 and 
168). While the determination of differences, such as those arising from 
different methods of treating depreciation or inventories, exclusion of cap¬ 
ital losses, exclusion of nontaxable income, and similar items, may be mat¬ 
ters of some detail and difficulty, the actual application of the results of 
these adjustments is comparatively simple. In some instances the figures 
appearing as a total of a column in the classification of accounts should be 
adjusted. In other cases, particularly when the income is classified ac¬ 
cording to processes or departments rather than by the nature of the 
expense, a new distribution of the trial balance may be a simpler method. 
When it is known that differences will exist between tax returns and the 
statements of the company, these differences should be provided for in ad¬ 
vance in the detailed schedules supporting the profit and loss items. 

In the case of a company of limited size or one having a highly restricted 
system of internal check and control a more detailed examination than 
that outlined may be necessary to determine the substantial accuracy of the 
profit and loss statement. This may take the form of a more extensive 
test of vouchers, a test of the payrolls and an analysis of expense accounts 
or such other procedure as the accountant believes will be most effective 
in the particular circumstances. As the financial statements as a rule 
are not intended for wide distribution, more details are usually included in 
the profit and loss statement. 

The statement of profit and loss, as shown on page 13 of Report on Audit, 
Chap. XII, is further detailed in the working papers following. Fre¬ 
quently the income statement is prepared in comparative form—^which is 
desirable—^and percentages may also be shown. Ordinarily, in the use of 
percentage statistics in the statement of profit and loss, net sales should 
represent 100 per cent, although occasionally a more significant comparison 
may be obtained by considering gross sales 100 per cent. 

If it is desired to make a complete analysis of the items included in the 
profit and loss statement, schedules may be prepared analyzing the account 
in its various components by providing a column for each type or class of 
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transaction. Only occasionally would such schedules be prepared except 
perhaps for specific accounts that the auditor desires to have thoroughly 
analyzed and verified. 

SALES AND COST OF SALES 

1. Whenever the necessary statistics are available it is desirable to 
reconcile the quantities of the principal products sold with the production or 
purchases during the period, taking into consideration the inventories at 
the begiiming and end of the period. 

2. Ascertain by reference to the shipping records that the sales books 
were closed as of the last day of the period, and that no goods shipped 
after that date are included in the sales of the period. When a first 
examination is made it is well to ascertain similarly that the sales at the 
be ginning of the period were recorded in accordance with the dates of 
shipment. 

3. Allowances to customers for trade discounts, outward freights, reduc¬ 
tions in price, etc., should be deducted from gross sales. It is sometimes 
difiicult to distinguish between deductions from sales and selUng expenses, 
and the classification adopted by the company should be accepted if 
reasonable and consistently applied. Price concessions, allowances and 
discounts are sometimes treated differently in the same trade or business. 
The net sales figure, after malting such deductions from the gross volume 
of business recorded on the books, should be shown in the profit and loss 
statement, unless undesirable for trade reasons. Inquire as to the methods 
adopted to safeguard credits to customers for returned merchandise, 
claims, rebates, etc. Make a test examination to find out if the procedure 
is being followed.^ 

4. Cost of sales includes all the costs in connection with buying and 
producing goods sold. Write-downs of inventory to market prices at the 
end of the period may have a material effect on the percentage of gross 
profit to sales, and where such write-downs result from general business 
conditions rather than from the buying or production policies of the com¬ 
pany, it may be desirable to show them separately. See that interdepart¬ 
mental profits and, in the case of consolidated statements, intercompany 
profits are eliminated; if this is impracticable, the reason should be stated. 
If the accountant is in doubt as to the adequacy of the current provision 
for depreciation he should make suitable comment in his report.^ 

GROSS PROFIT ON SALES 

Gross profit on sales is ascertained by deducting cost of sales from net 
sales. Compute the ratio of gross profits to net sales; compare it with 

‘ Schedule, p. 230. 

* Schedules, pp. 219,220, and 343. 
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that of previous years, and make inquiries to accotmt for any marked 
variation.* 

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES 

Examine the ledger accounts for selling, general and administrative 
expenses to see that they are properly classified and that credits which 
should be shown elsewhere are not improperly deducted. Extraordinary 
items of material significance should be shown separately.^ 

NET PROFIT ON SALES 

Net profit after deducting expenses but before other income and other 
charges is usually a significant figure, and determination of percentage to 
sales and comparison with previous years is desirable.* 

OTHER INCOME 

Income derived from sources other than sales, such as income from 
investments, interest, discounts, etc., should appear under the heading 
“other income.” The accountant should assure himself of the propriety 
of including each item as income. If there is extraordinary income of a 
material amount, proper disclosure should be made. If stock dividends 
received have been included as income, that fact as well as the basis on 
which they have been taken up should be indicated. If the company 
holds any of its own capital stock in its treasury, dividends thereon should 
not be treated as a credit to the income account.* 

OTHER CHARGES 

Interest charges on funded debt, notes payable and other obligations, 
losses on securities sold and other nonoperating or extraordinary chaises 
are usually detailed under the heading “other charges.” Investigate 
these generally and see that they are properly included under this heading 
rather than as cost of sales or expenses. Provision for income and capital- 
stock and excess-profits taxes may be included here or deducted as a 
separate item in the profit and loss statement. Minor surplus adjustments 
affecting prior periods are preferably included imder this caption since it is 
impossible to close the accoimts of any one period without continual over¬ 
lapping of miscellaneous income and expense items. 

* Page 39 of Report on Audit, Chap. XII. 

* Schedules, pp. 221 and 222. 

Page 44 of Report on Audit, Chap. XII. 

* Page 3 of Report on Audit, Chap. XII. 

* Schedule, p. 221. 
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The form of the income account and the relationship of the different 
items have been the subject of discussion for several years. The working 
papers described and illustrated should be sufficient to provide the informa¬ 
tion necessary for the preparation of an income account in any required 
form. As this question is purely an accounting matter it has not been 
considered further here. 



CHAPTER XI 


WORKING PAPERS FOR AN INDIVIDUAL COMPANY 


The form and content of the working papers and schedules required in 
an audit of a hypothetical company, the Ashton Metal Products Co., are 
described in this chapter, as well as the accounts of one of its subsidiaries 
Fulton Railway Co. and two other hypothetical companies, the Cool-Aire 
Service Corp. and the Sellburk Mercantile Co., and the supposititious 
Estate of Hugh Wynne. The working papers and schedules shown as 
illustrations are as follows: 
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182 
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185 

186 
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188 
189 

192 
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194 


Ashton Metal Products Co.—Classification of accounts supporting 
Balance sheet—for inclusion in consolidated accounts 
Balance sheet—as an individual company 
Income account 

Income account for Federal income tax purposes 
Schedules of book accounts (Ashton Metal Products Co.) 

A 1: Cash Reconciliation 
A 2: Summary of Cash Receipts (by months) 

A 3: Summary of Cash Disbursements (by months) 

A 4: Summary of Bank Statements (by months) 

A 5: Ashton State Bank & Trust Co.—Payroll account 
A 6: Ashton State Bank & Trust Co.—Confirmation 
A 7: Ashton Trust Co. (Time Deposit)—Confirmation 
A 8: Petty Cash 
B 1: Marketable Securities 
B 2: Unamortized Bond Premium 
C 1: Accounts Receivable 
C 2: Reserve for Bad Debts 
C 3: Brooke Sales Co.—Current account 
C4: Payroll Advances 
D 1: Inventory of Finished Goods 
D 2: Inventory of Goods in Process 
D 3: Inventory of Raw Materials 
D 4: Inventory Certificate—^Inventories 
D 5: General Notes on Observation of Physical Inventories 
Observations of Physical Inventory 

Questionnaire for Evaluation of Physical Inventory Procedure 
E 1: Supplies 

E2: Inventory Certificate—Supplies 
G 1: Insurance Unexpired 
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PAGE 

195 G 2: Prepaid Expenses 

196 11 • Investments in Subsidiaries 

197 12: Other Investments . 

198 J 1: Land 

199 K 1: Plant and Equipment 

200 K 2: Details of Construction Account 

201 K 3: Machinery—Transactions with Affiliated Companies 

202 K 4: Furniture and Fixtures 

203 K 5: Summary of Plant Deductions 

204 L 1: Reserve for Depreciation 

205 L2: Depreciation on Assets Acquired by Issuance of Capital Stock at 

June 30, 1938 

206 M 1: Patents 

206 N 1: Notes Payable—Banks 

207 O 1: Accounts Payable 

208 O 2: Summary of Voucher Record 

209 O 3: Unclaimed Dividends 

209 P 1: Wages Payable 

210 P 2: Labor Distribution 

211 Ql: Taxes Accrued 

212 Q2: Accrued Interest Payable 

213 R 1: Reserve for Federal Income Tax 

214 SI: 5% Debentures due 1952 

215 S 2: Certificate from Trustee of 5% Debentures 

215 V 1: Capital Stock 

216 V 2: Confirmation of Capital Stock from Registrar 

216 V 3: Confirmation of Capital Stock from Transfer Agent 

217 W 1: Surplus 

217 W 2: Dividends Declared 

218 Z 1: Minutes 

219 AA 1: Net Sales 

219 BB 1: Raw Materials Used 

220 BB2: Manufacturing Expense 

220 BB 3: Repair Labor and Expense 

221 DD 1: Miscellaneous Income 

221 EE 1: Office Salaries 

221 EE 2: Commissions Paid 

222 EES: General Expense 

Alternative schedules (Ashton Metal Products Co.) 

223 1 A: Cash in Bank and on Hand 

223 1 B: Marketable Securities and Investments 

224 1B 2: Marketable Securities 

225 1 D: Balances with Affiliated Companies 

226 1 F: Land, Buildings, Machinery and Equipment, etc. 

227 1 F 2: Depreciable Fixed Assets and Related Reserves 
Schedules of book accounts (Brooke Sales Co.) 

228 C 1: Accounts Receivable 

229 C2: Accounts Receivable 

230 C 3: Reserve for Bad Debts 
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C 4: Reserve for Cash Discounts 
C 5: Notes and Acceptances Receivable 
C 6: Accounts Receivable Conjfirmations 
Fulton Railway Co.—Classification of accounts supporting 
Balance sheet 
Income account 

Cool-Aire Service Corp.—Classification of accounts supporting 
Balance sheet 
Income account 
Statements: 

Balance sheet, December 31, 1946 
Income account, year ended December 31, 1946 
Sellburk Mercantile Co.—Classification of accounts supporting 
Balance sheet—^Preliminary—Final 
Income account—Preliminary—Final 
Statements: 

Balance sheet, December 31, 1946 
Income account, year ended December 31, 1946 
Estate of Hugh Wynne—Classification of accounts supporting 
Balance sheet 
Statements: 

Comparative balance sheet, November 7, 1945 (date of death of 
testator) and December 31, 1946 
Distribution of estate to December 31, 1946 


Ashton Metal Products Co. Classification of Accounts—Balance Sheet for 
Inclusion in Consolidated Accounts 

This statement is a classification and analysis of accounts appearing in 
the trial balance after closing, which is copied on a sheet of working paper 
in a column immediately following that containing a similar trial balance 
at the end of the preceding period. The trial balance at the end of the 
preceding period is used for purposes of comparison, and this and the 
column headings may be inserted before beginning the audit. As soon as 
the trial balance is entered, schedules should be prepared for all items on 
which for any reason whatever information is required. So far as the 
classification of accounts is concerned, the principal function of the sched¬ 
ules is to determine the correct distribution under the various asset and 
liability headings. 

Where the trial balance contains more items than can be listed on one 
sheet of working paper, the remaining items of the trial balance are copied 
on another sheet and the totals of the distribution on the first sheet are 
carried forward to the second. The first sheet may be proved without 
reference to the second, as the net debits and credits of the incomplete 
trial balance will necessarily equal the net debits and credits of the items as 
distributed under the various column headings. 
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To indicate that the schedules are completed the number is entered in 
the reference column. The trial balance may then be distributed and a pre¬ 
liminary balance sheet before adjustment will be produced, consisting of the 
totals for the various asset and liability columns. Adjustments are then 
applied and the resulting totals are either a balance sheet of the individual 
company, if the balance sheet headings are so arranged, or, as in this case, 
the figures required to be carried forward to the consolidated statements. 

Ashton Metal Product Co. Classification of Accounts—Balance Sheet as 
an Individual Company 

In preparing this statement, the totals of the previous classification of 
accounts have been used as a basis. In some cases these can be distributed 
directly, and in others information for distribution is obtained from the 
book schedules or from summaries of the items included in the balance 
sheet headings. These summaries are not shown in detail here, as the 
information for Ashton Metal Products Co. alone would be the same as that 
included under that company’s name on the summaries to the consolidated 
accounts, pages 335 to 363. 

Ashton Metal Products Co. Classification of Accounts—^Income Account 

This is made up in the same general way as the balance sheet and consists 
of the balances of the nominal accounts closed to surplus or profit and loss 
at the end of the year distributed under the respective income account 
headings. The item ‘^balance” corresponds with the total income figure 
per books for the period and, of course, agrees with the similar figure 
shown on the balance sheet. There would in this case be no difference 
between the income account carried forward to the consolidated accounts 
and that used for the company as an individual enterprise. 

Order of Preparation of Audit Papers 

The following outline of the order in which working papers are prepared 
does not consider many factors which in practice make it desirable 
to alter the normal sequence. Notes on observations of physical inven¬ 
tories are necessarily prepared at the time of inventory taking. Prelimi¬ 
nary audit work may frequently be done. Some schedules may be outlined 
in advance of the year-end audit. Certain audit work requires special 
timing, as in the case of the counting of petty cash funds. The number of 
auditors assigned to an engagement may also necessitate some modification 
of the order in which the working papers are prepared. Although 
inflexible rules are not possible with respect to the order in which audit 
working papers are prepared, some general rules may be formulated. 

Usually the first papers to be prepared are the classifications of accounts 
(Continued on page 165 ) 
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for balance sheet and income account. Few of the accounts may be 
distributed to the classifications to be used in the financial statements 
because their composition will not be known at the beginning of the audit. 
However, by writing down the account balances obtained from the general 
ledger, the auditor will have some idea of the relative importance of the 
various accounts. 

The next step is usually the preparation of summaries of the journals 
through which the bulk of bookkeeping transactions are handled. In 
the audit of Ashton Metal Products Co., these summaries are for the 
cash receipts book (A 2), the cash disbursements book (A 3), and the 
voucher record (0 2). In some audits the sales journal, payroll records, 
and other basic records may also be summarized. The analysis of the 
Brooke Sales Co.—Current Account (C 3) is comparable to a summary of 
the sales journal for other companies. 

The next step is frequently the testing of the reliability of the primary 
journals. In the case of cash records, reliability has been tested by recon¬ 
ciling total receipts and disbursements as shown on the books with the 
same elements as shown on bank statements (A 1), and by scrutinizing the 
entries affecting accounts analyzed on other schedules. A test of the 
footing of the cash journals would ordinarily have been made in order to 
test further the reliability of cash records; but it has been assumed in this 
example that the independent auditors have omitted this procedure this 
year because of the work done by the internal auditors and because of the 
adequacy of the system of internal control. 

After testing the reliability of the journals, the auditor prepares two 
general types of analyses for the accounts in which he is interested. One 
type of analysis reveals the movement in the account under review, as 
illustrated in the first part of the schedule covering accounts payable (0 1). 
A second type of schedule relates to the composition of the year-end 
balance, as illustratsd in the schedule covering payroll advances (C 4). 
The two types of schedule may be described by the words “flow” and 
“position.” A combination of these two types of schedules is found when 
the analysis covers the movement in an account in detail, as illustrated in 
the schedules covering marketable securities (B 1) and prepaid insurance 
(G 1). 

When the auditor is satisfied as to his knowledge of the content of the 
acdount that has been scheduled, he may indicate this fact by making 
distribution of the account, on the classification of accounts, to the appro¬ 
priate balance sheet or income account classification and by ticking the 
account balance or noting the schedule reference on the classification of 
accounts. 

After the audit work has been completed, the adjustments to be made 
{Continued on page 172) 
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Per books 

AA 

Sales 

BB 

Cost of 
sales 

Interest 

and 

dividends 

recdved 

Year 1945 

Year 1946 

Sales. 

.AAl 

4,234,970 

4,895,340 

4,89$M0 



Sales Returns and Allowances. 

.AAl 

132,420 

172,150 

172,150 



Sales Freight. 

.AAl 

101,170 

124,390 

124,390 



Discounts Allowed. 

.AAl 

24,920 

32,440 

32,440 



Steel Purchased. 

.BBl 

914,520 

1,109,300 


1,109,300 


Brass Purchased. 

.BBl 

635,770 

642,400 


642.400 


Direct Labor. 

.P2 

835,530 

979,076 


979,076 


Indirect Labor. 

.P2 

326.720 

286,203 


286,203 


Manufacturing Expense. 

.BB2 

199,960 

209,973 


209,973 


Repair Labor and Expense. 

.BB3 

130,450 

180,029 


180,029 


OfiSce Salaries. 


128,000 

154,634 




Commissions Paid.. 

.EE 2 

205,628 

236,160 




Traveling Expense. 


14,542 

16,850 




Depreciation. 

.LI 

302,430 

305,548 




General Expense. 

.EES 

98,000 

89,551 




Interest Paid. 

.Q2 

118,000 

101,500 




Discount and Expense on Debentures. 

.SI 

11,600 

10,000 




Discount Taken. 


$,370 

7,480 


7,480 


Amortisable Bond Premium. 

.B2 


12 



12 

Miscellaneous Income. 

.DDl 

4,380 

10,420 




Dividends Received. 

.B1 

89,47$ 

284,270 



284J70 

Interest Recrived. 

.B1 

3,9S0 

3,900 




Gain or Loss on Plant Sold or Scrapped. 

.K5 

7,370 

38,168 




Gain or Loss on Debentures Retired. 

.SI 

I0J90 

8,900 




Change m Inventory: 







Finished Goods. 

.D1 

15,640 

13,550 


!3,$$0 


Goods in Process. 

.D2 

10,160 

30,970 


30,970 


Raw Materials. 

.D3 

29,400 

42,170 


42,170 


Federal Income Tax. 

.R1 

32,530 

125,000 




Balance. 

.W1 

112,575 

483,616 








4,588,360 

3,312,811 

288458 

Adjust inventories to physical: 







Hm^ed Goods. 

.D1 




10,120 


Goods in Process. 

.D2 




7J40 


Raw Materials. 

.D3 




2,200 


Supplies—manufacturing expense. 

.BB 2 




72 


—repur expense. 

.BB3 




138 


Repairs charged in error to Machinery and Equipment 






(through Construction account). 

.BB3 




5,384 


Reverse depredation charged on above. 

.LI 






Increase {vovision for doubtful accounts. 

.EE 3 






Adjust unexpired insurance. 

.EE 3 






Adinst Federal income tax. 

.R1 









4,588,380 

3,323.165 

288,158 


Note: Boldface italics indicate red figures. 
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ASHTON METAL PRODUCTS CO. 

Income Account 

Year 1946 


Profit 

on 

deben¬ 

tures 

retired 

DD 

Miscella¬ 

neous 

other 

income 

EE 

Selling 

and 

general 

Loss on 
plant 
sold or 
scrapped 

Interest 

paid 

Deben¬ 

tures 

discount 

and 

expense 

Deprecia¬ 

tion 

and 

obsoles¬ 

cence 

Federal 

income 

tax 

Provision 

for 

contin¬ 

gencies 

Balance 

«,fN 

! 

I 

19,42$ 

154,634 

236,160 

16,850 

88,551 

38,168 

101,500 

10,000 

305,548 

125,000 


483,616 

8^ 

19,429 

497,195 

490 

25 

38,168 

101,500 

10,000 

305,548 

289 

125,000 

8,588 



8,m 

19,429 

497,710 

38,168 




133,588 


464,428 





1 

Eiiiiiii 


■■■■■ 
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ASHTON METAL PRODUCTS CO. 

INCOME ACCOUNT CLASSIFICATION 
FOR FEDERAL INCOME TAX 

Year 1946 
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A1 

ASHTON METAL PRODUCTS CO. 

Cash Reconciliation 
December 31, 1946 

Balance Balance 

Dec. 31, Receipts Dec. 31, 

1945 ments . 

Ashton State Bank a Trust Co.— 

General Account 


Per bank statement.A 4 $441,815 5,014,378 S,003,537 452,656 

Deposit of Dec. 31, 1946 credited by 
bank Jan. 2,1947, traced to January 

bank statement. 27,830 27,830 

Bank contras: 

Returned check redeposited— 

May. 1,630 1,630 

Payroll deposit credited general ac¬ 
count in error— 

February. 28,140 28,140 

Checks outstanding: 

Dec. 31, 1945. 4,055 4,055 

Dec. 31, 1946: 

Date No. Amount 

11- 8-46 9957 $3,287 

12- 2-46 38 126 

12-16-46 75 10,390 

12-23-46 102 3,180 

12-26-46 119 12,372 

12-26-46 121 9,380 

12-30-46 142 1,327 

12-30-46 143 398 

12-31-46 144 720 

12-31-46 146 1,272 

12-31-46 147 2,833 

$45,285 _ 45,285 45,285 

Percashbook.A2, A3 $437,760 5,012,438 5,014,997 435,201 


Receipts for Dec. 30 and 31 were checked to bank statement for December. These 
items appear to cover transactions effected in the normal course of business. 

Checks returned by bank for December were checked to cashbook. 

Checks outstanding at Dec. 31, 1945, are listed in 1945 audit papers. All were paid 
by bank in January, 1946. 

All checks outstanding at Dec. 31, 1946, except No. 38, payable to Anerco, Inc., were 
paid by bank in January, 1947. Payment has been stopped on check No. 38 and check 
No. 252 was issued to replace it on Feb, 4, as the first check had presumably been lost 
in the mails. 

Correction notices for the bank contras were seen. 

Note to the reader: The purpose of this schedule is to reconcile the balance as 
shown by the cashbook with the bank statement, and to bring into agreement in total 
the receipts and disbursements as shown by the cashbook and as shown by the bank. 

Note: Boldface italics indicate red figures. 









ASHTON METAL PRODUCTS CO. 
Summary of Cash Receipts Book 
Year 1946 



Note to the Reader; The purpose of this schedule is to analyse cash transactions according to the accounts affected, which are indicated by references at the foot of the various columns. 
This schedule Mwnnuy the eiastence of a columnar cashbook. The purpose of this schedule is to arrive at figures to be verified, rather than to indicate any verification work. 
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Nora TO TBS Rbadbb: This schedule is prepared for the same purposes and from the same source as A 2. 
Nora: Boldface italics mdicate red figures. 
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by the company may be discussed with responsible company officials. If 
warranted by the number of adjustments to be made to the preliminary 
accounts, the auditor may then prepare a proof of journal entries and 
final classifications of accounts, based on the revised trial balance. A 
proof of journal entries and final classifications of accounts for Ashton 
Metal Products Co. are not shown in the following papers; however, 
examples are shown for the Sellburk Mercantile Co. on pages 245 and 247. 


Schedules of Book Accounts 
Ashton Metal Products Co. 

On pages 169 to 222 are shown schedules supporting the accounts 
appearing on the books of Ashton Metal Products Co., which are designed 
to indicate the composition of the balances, their distribution on the 
classification of accounts, and the work done in the course of the audit 
of the items scheduled. These are listed in detail on pages 159,160, and 
161 and references to them appear in the classification of accounts. 


A4 

ASHTON METAL PRODUCTS CO. 
Summary of Bank Statements 
December 31, 1946 



Balance 
Dec. 31,1945 

Receipts 

Disburse¬ 

ments 

Balance 
Dec. 31,1946 

January. 

February. 

March. 

April. 

May. 

June. 

July. 

August. 

September. 

October. 

November. 

December. 

A1 

$441,815 

$525,880 

538,458 

424,650 

430,190 

449,400 

394,280 

363,170 

334,215 

294,600 

301,660 

401,290 

556,585 



$441,815 


5,003,537 



■mil 




Note to the Reader: The purpose of this schedule is to provide a figure with which 
to bring into agreement the total receipts and disbursements as shown by the cashbook. 
In this case, receipts have been compiled from the bank statements and the total for 
disbursements arrived at by applying the balances at beginning and end to this figure. 
Where the bank statements are prepared on a bookkeeping machine and where there is 
no-evidence that they have been altered or corrected either by the bank or the company, 
total figures arrived at by this method may be used. 

Note: Boldface italics indicate red figures. 
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A5 

ASHTON METAL PRODUCTS CO. 
Ashton State Bank and Trust Co. —Payroll Account 

December 31,1946 


Balance, Dec. 31, 1946—per bank statement..A6 $1,282 

Payroll checks outstanding: 

#11186.$22 

#12023. 103 

#12069. 82 

#12071. 12 

#12103. 37 

#12104. 40 

#12224. 56 

#12225. 8 

#12226. 143 

#12227. 206 

#12228. 18 

#12229. 23 

#12230. 56 

#12231. 30 

#12234. 34 

#12235. 31 

#12236. 62 

#12237. 19 

982 

Balance December 31, 1946—per trial balance. $300 


All checks outstanding at December 31,1946, were paid by the bank during January, 
1947. 

Note to the Reader: In the audit of subsidiary cash accounts, such as payroll 
accounts where the total receipts and disbursements are in effect included in the general 
cash, it is not customary to apply any further total proof. The usual methods of audit of 
payroll accounts are indicated in Chaps. II and IV, and in actual practice notes would be 
made on the schedule covering the work done, showing the period covered, the nature 
of the work, and by whom it was carried out. 
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Bcpovt Iroin 

ZlS 3ftoAD ^>neer. 


a/. 


Name of accountant 

k'EAH, Swipr 


f 


. Cc.. 


»7 “BRoAPWAy, yo«K V. 


A4 

STANDARD BANK CONFIRMATION FORM-1940 


TUs itport emcra aU bnudwa of the bank 


Dew Sirs: 

!• We herelqr report that at the close of bosinesa e_ 

following balance(s) to the credit of-AlgTAL 


r records showed Ae 
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lUpon Ifom STANDARD BANK CONFIRMATION FORM.1940 

522 StatbStr££Z •' 

Ashton^ MY, _ TMiit*oftwm»«abni>el>eiofll«*irtt 

Name of accoontaat 

Kean, Swift 8 Co., 

17 Broodwoy, New York 4^ N.Y 

1* We her^ leport that at the dote of banaen -19^i£ottr records showed die 

following bdance(s) to the credit of A SHt6nM£TALPrODUC^^ __ 


otti«NATioN or Aceouifr 

RKM 

RKfl 

TiMB Deposit Accoum 

/,\ITBREST- 

1% PER ANNUM 



Not Subject 



\To ChfBClC 



\ 


S« We further rqwrt that the above mentioned depositor was direct haue to na m respect of loans, acceptances, 
etc., at the doae of bnsineas oo that date in the total amount of t NONc -- „ foQows: 


9* Said dqwaitQr was cnotiafently haUe u endorser of notes discounted and/or as guarantor at the dose of hnai- 
neai OB that date in the total amoontoHL^^g^_aabdow: 


Except as stated above, according to our records, the said dqiositor was in no way obligated to us. 

Yoon truly, 

, . t x^^y. ^ AsHTON Trust C o 

January 4 „47 
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A8 

ASHTON METAL PRODUCTS CO. 

Petty Cash 
December 31, 1946 


Coimted January 28, 1947, at 10:30 a.m. by J. E. Kean in presence of 
Mr. Uriah Heep, assistant treasurer. 


Bills. 

. $10 

$130 



5 

125 



1 

72 

327 

Specie. 

. 50c 

24 



25c 

12 



10c 

18 



5c 

10 



Ic 

1 

65 


Checks: 

Date Drawer Bank Payee 

Jan. 27.... R. S. Jones.Ashton State Bank & Trust Co Cash... 50 

Jan. 27.... J. A. Ladson. .. Ashton State Bank & Trust Co Cash... 27 77 


469 


Vouchers: 

Date Name For 

Jan. 25.Sunshine, Inc.Window cleaning. 10 

Jan. 27.Carl Wynne.Entertainment. 6 

Jan. 27.New Calendar Co.Calendars for executives. 15 ^ 

Checks listed above were deposited in bank Jan. 28, 1947. 

Note to the Reader : Except that the number of items would probably be larger, this 
schedule shows a typical cash account. As the amount is immaterial the vouchers 
included the balance of petty cash at December 31 were not distributed to the respective 
expense accounts. 


Notes to Schedule B 1, page 177 

Purchase slips from brokers checked for 1946 purchases. 

See Summary SB 1 for market values at December 31, 1946. 

See Summary SI 1 to SI 8 for actual count of securities. 

^ Cost of Southeast American Utilities Corp. bonds was $26,000. See B 2 for una¬ 
mortized premium. 

Note to the Reader: This schedule performs the double function of showing the 
composition of the balance of marketable securities and accrued interest receivable 
thereon at the beginning and end of the year and the income earned on securities during 
the year by the application of receipts and payments to the beginning balance. It is a 
convenient form of schedule and is particularly useful for verifying income received on 
securities. The verification of sales and purchases of securities is the basis of the proof 
of interest which should have been received. 

In this schedule are accumulated the totals of interest earned and accrued, using 
totals compiled on schedule 12, and the total of dividends received, using totals compiled 
on schedules 11 and I 2. 

Note: Bold face italics indicate red figures. 















Marketable Securities 
December 31, 1946 



New Era bonds, redeemed September 
30, 1946. $20,000 19,350 650 

Profit on investments—12. A 2 130 

Total —DD1. (780 
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H 2 

ASHTON METAL PRODUCTS CO. 
Unamortized Bond PRSMixnyi 
December 31, 1946 

Premium paid on purchase on June 30, 1946, of Southeast American Utilities 


Corp. 4% bonds due October 1, 1986: 

Cost—per Vo. 691.$26,250 

Less amount charged to accrued interest receivable. 250 

Cost of bonds.$26,000 

Maturity value (bonds not callable before maturity). 25,000 

Premium. 0 2 $1,000 

Basis of amortization: 

Period (6/30/46 to 10/1/86).483 months 

Monthly amortization ($1,000 h- 483).$2.07 

Amortization for 1946: 

$2.07 X 6. ^ 

Unamortized bond premium—Balance Dec. 31, 1946 per trial balance. $988 


Note to the Reader: If more than one investment involved bond premium, this 
schedule would be arranged to provide columns for each of the factors shown above. 
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CH 

ASHTON METAL PRODUCTS CO. 

Reserve for Bad Debts 
December 31,1946 


Balance December 31, 1945.$2,105 

Addition—charged income 1946 (to reserve for balance of Brown account—see 

below). 110 

2,215 

Deduction—^Brown Machinery Co. account written off.Cl 205 

Balance December 31, 1946—^per trial balance. 2,010 

Additional reserve for Appleton account.EE 3—C 1 490 

Balance December 31, 1946.$2,500 


The above balance applies against the account of the Appleton Manufacturing Co., 
which is in receivership. 


Note to the Reader: As the company sells through a selling subsidiary, the principal 
bad debt reserve is carried on the books of that subsidiary. 
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C4 

ASHTON METAL PRODUCTS CO. 

Payroll Advances 
December 31, 1946 


Operating—John R. Evans. $22 

Harold S. Barnes. 13 

William A. Crawford. 10 

Carl B. Hale.. 15 

Edward C. Scott. 18 

Ralph D. Condon. 18 

James E. Foley. 17 113 

Office— Ruth Martin. 15 

Jane Harder. 11 

Paul J. Jordan. 16 42 

nEs 


Advance tickets signed by employees and approved by F. F. Franklin, factory super¬ 
intendent (for operating employees), and Uriah Keep, assistant treasurer (for office 
employees), were checked to above list. 
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D1 

ASHTON METAL PRODUCTS CO. 
Inventobt op Finished Coods 
December 31,1946 



Inventory 
Dec. 31, 
1945 (for 
comparison) 

Per 

books 

Adjust¬ 
ment to 
physical 

Physical 

inventory 

Machine parts: 

Automotive. 

$ 40,180 
23,290 
5,250 

43,220 

21,480 

5,490 

260 

1,740 

430 


Farm implement. 

Other. 

Die stampings: 

Automotive. 

68,720 

70,190 

1,910 

68,280 

78,290 

39,790 

2,880 

83,620 

36,670 

5,320 

1,490 

530 

270 

82,130 

36,140 

5,590 

Plumbing. 

Other. 

Screw machine products: 

Standard stock items. 

120,960 

125,610 

1,750 

123,860 

118,210 

11,650 

100,860 

36,430 

5,940 

520 

94,920 

35,910 

Special orders. 

Change in inventory. 

129,860 

137,290 

6,460 

130,830 

$319,540 

333,090 

10,120 

322,970 


$13,550 

10,120 

D4 

3,430 







Prices for larger items were checked to latest cost cards for standard stock items and 
to job cost records for special orders. 

Prices were checked on approximately 85 per cent of total inventory. 

Prices for stock held over from preceding year were checked with 1945 inventory 
prices and such items were discussed with Mr. Carl Wynne, vice-president and general 
manager, as to salability. 

Prices were compared with sales prices in effect at year end; cost was lower than 
market in all cases checked. 

Extensions of larger items were checked—approximately 85 per cent of total. 

Footings of all detail sheets were checked and totals were traced to recap sheets. 

Footings of recap sheets were checked. 

Notes on checking of physical quantities appear on D 5. 

Note: Boldface italics indicate red figures. 
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D2 

ASHTON METAL PRODUCTS CO. 
Inventory op Goods in Process 
December 31, 1946 



Inventory 
Dec. 31, 
1945 (for 
comparison) 

Per 

books 

Adjust¬ 
ment to 
physical 

Physical 

inventory 

Machine parts. 

Die stampings and blanks. 

Screw machine products. 

$20,180 

13,230 

28,760 

46,920 

18,940 

27,280 

2,160 

750 

5,730 

49,080 

18,190 

33,010 

Change in inventory. 

$62,170 

93,140 

7,140 

100,280 


$30,970 

7,140 

D 4 
38,110 




Cost cards and job cost records were examined. No selling, general, or administrative 
expenses are included in inventory costs used for process or finished goods. 

Bulk of process inventory at Dec. 31, 1946, consisted of special orders on which 
separate job costs were kept. 

Prices were checked to cost cards and job cost records for approximately 75 per cent 
of total. 

Extensions were checked for approximately 75 per cent of total. 

Footings of all detail sheets were checked and totals were traced to recap sheets. 

Footings of recap sheets were checked. 

Notes on physical quantities appear on D 5. 

Note: Boldface italics indicate red figures. 







WORKING PAPERS FOR AN INDIVIDUAL COMPANY 


185 


D3 

ASHTON METAL PRODUCTS CO. 
Inventory op Raw Materials 
December 31, 1946 



Inventory 
Dec. 31, 
1945 (for 
comparison) 

Per 

books 

Adjust¬ 
ment to 
physical 

Physical 

inventory 

Amount 

Steel. 

$ 72,000 
33,280 

105,000 

42,450 

2,200 

105,000 

40,250 

Brass. 

Change in inventory. 

$105,280 

147,450 

2,200 

145,250 D 4 


$42,170 

2,200 

39,970 

Quantity 

Steel—pounds. 

1,500,000 

166,400 

2,100,000 

192,955 

10,000 

2,100,000 

182,955 

Brass—pounds. 

Average price 

Steel—per 100 pounds. 

$4.80 1 

0.20 

5.00 

0.22 

— 

5.00 

0.22 

Brass—per pound. 






Prices for approximately 75 per cent of total items were checked to recent invoices 
from Coles Manufacturing Co. and also to trade journals for basic prices of materials 
corresponding to inventory items. 

Quantities on detail sheets were checked to stock cards for larger items. See D 5 for 
notes on physical quantities. 

Extensions were checked for larger items and for several items selected at random— 
approximately 75 per cent of total value. 

Footings of all detail sheets were checked and totals were traced to recap sheets. 

Footings of recap sheets were checked. 

Note to the Reader: Inventories, carried on the books of Ashton Metal Products 
Co. as raw materials are classified as goods-in-process in reports for the consolidated 
enterprise. 

Note: Boldface italics indicate red figures. 
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INVENTORY CERTIFICATE 

Eban, Swift & Co., 

New York, N. Y. 


D4 


Dear Sirs : 

In connection with your examination of the accounts of Ashton Metal Products Co. 
as at December 31, 1946,1 hereby certify that the inventories as at December 31, 1946, 
as shown by the general books of account, a summary of which follows, are based on a 
physical inventory taken under my direction as of December 31, 1946, and that, to the 
best of my knowledge and belief 

1. All stocks belonging to the company at December 31, 1946, and having any sub¬ 
stantial value are included; but no obsolete, damaged, or useless materials or merchandise 
are included at prices in excess of net realizable values. 

2. The quantities shown by the physical inventories are correct, were determined by 
actual count, weight, or measurement, and were taken in substantially the same manner 
as the physical inventories at the close of the previous year. 

3. The entire inventory is the unencumbered property of the company and does not 
include (a) stocks on consignment from others, (6) unshipped stocks billed to customers 
at or prior to December 31, 1946, or (c) advance payments on account of purchase 
contracts for future deliveries. 

4. Each item of inventory is priced at-(cost)_(specify basis of valuation 

fully, i,e.f cost, the lower of cost or market, or other method), which is the same basis as 
used in pricing the physical inventories at the close of the previous year. 

5. Liability for all items included in the inventories has been recorded in the accounts. 
Purchase commitments were not in excess of normal requirements nor at prices in excess 
of current market prices. 

6. The amounts stated in the following summary are fair and proper valuations of 
inventories as at December 31, 1946. 


Summary of Inventory Accounts 


Account Amount 

D1: Finished Goods. $322,970 

D 2: Goods in Process. 100,280 

D 3: Raw Materials. 145,250 


Total $568,500 

Note: Any exceptions to the above or necessary explanation thereof should be 
attached on a separate sheet as part of this certificate. 


Certified as to 
Quantities 
Values 

Usable Condition 
General Approval 


Date 

Jan. 23, 1947 
Jan. 24, 1947 
Jan. 23, 1947 
Jan. 25, 1947 


Name 

F. F. Franklin 
John Smauker 
F. F. Franklin 
Carl Wynne 


Title 

Supt. 

Cldef Clerk 

Supt. 

Vice-pres, 
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D6 

ASHTON METAL PRODUCTS CO. 

General Notes on Observation op Physical Inventories 

December 31,1946 

Physical inventories were taken by the company on December 29 and 30, 1946. 
(The plant was closed on December 31,1946.) 

During the taking of inventory, the plant was not operating. (There was some 
activity in the receiving and shipping departments, but this activity was carefully 
controlled insofar as it affected the taking of physical inventories.) 

Six representatives of Kean, Swift & Co. observed the taking of inventories. Their 
observations and other pertinent papers are in a separate file, marked “Ashton Metal 
Products Co.—Physical Inventories—^December 31,1946.^^ A summary of the papers 
in that file is as follows: 

1. Copy of company’s inventory instructions 

2. Detailed notes of K. S. & Co.’s observations 

3. Questionnaires on evaluation of inventory procedure 

4. Analysis of percentage of inventory observed 

Note to the Reader: Since notes on physical inventory observations (which may 
frequently be recorded in stenographic notebooks), as well as accounts receivable con¬ 
firmations, are for the most part a different size from the regular working papers, it is 
usually convenient to file them separately and to include in the regular working papers 
only a general note as to the audit work performed. 

For purposes of illustration, a page of inventory observation notes and a completed 
questionnaire are included on the following pages. 
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ASHTON METAL PRODUCTS CO. 
Observations op Physical Inventory 
December 31, 1946 

Location—Shed outside of Screw Machine Dept. 


Tag 

No. 

Description 

Weight, 

pounds 

Price 

Extension 

Class 

Item 

51 

Raw material 

Brass rod—M hex. 

12,357 

18.7^^ per lb. 

$2,311 

52 

Raw material 

Brass rod—hex. 

9,322 

19.2<i per lb. 

mSm 

53 

Raw material 

Brass rod—hex. 

11,537 

17M per lb. 


57 

Raw material 

Brass tubing— 1^J42 X 







10,819 

26.4(S per lb. 

2,856 

64 

Raw material 

1113 Steel —H round 

26,347 

$5.42 per 1001b. 

1,428 

66 

Raw material 

1113 Steel— ^H2 round 

18,737 

4.75 per 100 lb. 


71 

Raw material 

1113 Steel—234 round 

12,411 

5.35 per 100 lb. 

664 

72 

Raw material 

1113 Steel—^3^4 round 

21,286 

4.90 per 100 lb. 

1,043 

8 


Total 



$13,047 


Dec. 30, 1946— p.m. 

Observed weighing of lots making up the above quantities. 

Checked tape of weight tickets to quantity shown on tags. J.F. 

Jan. 20, 1947 

Observations checked to company's inventory sheets, from which prices and extensions 
were copied. Quantities O.K. J.F. 

Note to the Reader: At the time of making his observations of the physical weigh¬ 
ing or count, the auditor normally records in his working papers the location, tag 
number, description, and quantity of the material observed. After the company has 
assembled its record of inventory on detailed inventory sheets, has priced the items, 
and has computed the values, the auditor compares his observations with the items 
finally entering into the company's inventory figures. A comparison of quantities 
observed and total quantities of a class or department is frequently sufficient to indicate 
that the auditor's observations were adequate. In other cases, an analysis may be 
prepared to compare the value of physical inventory observed with the total value of 
physical inventory in each class or subclass; in such cases the auditor may accumulate 
prices and extensions, as illustrated above, at the time that he checks quantities appear¬ 
ing on the company's inventory sheets. The value of inventory observed on each 
page of observations ($13,047 in the above illustration) may then be posted to a summary 
schedule from which the comparisons may be made between values observed and total 
values. (Such comparisons do not conclusively establish the adequacy of the auditor’s 
testing. For example, a more valuable part of the auditor’s work lies in the observation 
of procedural methods. Furthermore the auditor’s observations are varied in nature, 
ranging from participating in the actual count to watching the collection of tags placed 
on material already counted. With these limitations in mind, the auditor may find the 
comparison of values to be useful.) 
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ASHTON METAL PRODUCTS CO. 

East Plant 
(Plant) 


Questionnaire for Evaluation op Physical Inventory Procedure 
Duplicate Tag Method 


December 29-30, 1946 
(Date) 


Question 


Answer 


Instructions and preparatory planning: 

1. Was the inventory taken at time we were notified? 

2. Did the company issue written instructions in advance? 

3. Had material been arranged in advance to facilitate 

rapid and accurate inventory? 

4. Were tare weights plainly printed on containers, etc.? 

5. Had scales been checked in advance for accuracy? 

6. Was scrap cleared from departments before inventory 

began? 

7. Did the weighers and checkers understand the use of 

each of the different inventory tags? 

Weighing and recording procedures: 

8. Were all materials on hand included in inventory? 

9. Was ownership shown on tags? 

10. Was material on hand which had been billed? 


_Yes_ 

Yes—see file 
Yes—with exceptions— 
see notes 

Yes 

Yes 


Yes 


Yes 


Yes 

No—see notes 
Yes 


11. If so, had it been segregated and clearly identified? 

12. Were tags made out in ink or indelible pencil? 

13. Were scales periodically balanced during inventory? 

14. Was care taken during inventory to segregate weighed 

and unweighed material? 

15. When corrections were made and a new tag used, was 

the old tag plainly marked ^‘void”? 

16. Were separate tags used for each weighing? 

17. Were separate tags used when same type of material 

was located in more than one place? 

18. Was location of material indicated on tag, if outside of 

department area? 

19. Was count as well as weight shown on tag when both 

were necessary for checking? 

20. Were tags written up at the time of weighing (rather 

than later from memorandums prepared during 
weighing)? 

21. Were calculations made on or attached to tags (rather 

than made bn scratch paper that was later destroyed) ? 


Yes 

Indelible pencil 

Y^s 


_Yes_ 

Yes—see note re disposi¬ 
tion 

Y^s 


Yes 


_Yes_ 

See suggestions for next 
yearns instructions 


Yes 


Yes 
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Question 

22. Where adding machines were used, were experienced 
operators assigned? 


Answer 

Yes 

23. Where adding machines were used, was care taken to 
clear the machine before each listing? 


Yes 

24. Where more than one tare factor entered into net weight 
computation, was each shown separately on the tag? 


Not applicable 

25. Were tags initialed properly? 


Yes 

26. Did checkers check scale readings to weight on the tag? 


Yes 

27. Were chalk marks, etc., made on or around material 
weighed, or similar precautions taken to avoid dupli¬ 
cate weighing? 


Yes 

28. Were the tags so placed on material as to be visible for 
inspection and not likely to be blown away, lost, etc.? 


Yes 

29. Were all tags accounted for? 


Yes 

Supervisory and checking procedures: 

30. Were the tags collected by responsible persons? 


Yes 

31. Were tags checked against material for obvious errors 
when tags were collected? 


Yes 

32. Did foremen circulate, test-checking tags? 


Yes 

33. Did office accountants observe inventory taking? 


Yes 

34. Did office accountants test-check tags? 


Yes 

35. Were office accountants constantly in plant during 
inventory? 


Yes 

36. Did foremen see that all items physically in their depart¬ 
ments were inventoried? 


Yes 

37. Did office accountants see that all items were inven¬ 
toried? 


Yes 

General: 

38. Were adequate instructions issued covering the classi¬ 
fication of material as slow-moving or obsolete? 


Yes 

39. Were sufficient employees assigned to and on hand for 
taking and checking the inventory? 


Yes 

40. Was a satisfactory record kept of tags issued and 
returned? 


Yes 

41. Do you feel that company personnel displayed a 
genuine interest in the taking of an accurate inven¬ 
tory? 


Yes 

42. Were all operating departments shut down during 
inventory period? 


Yes 

43. Were goods received during the inventory? 

44. Were they includedin the count? 

45. Were goods shipped during the inventory? 

46. Were they eliminated from the count? 

Yes 

Yes 

Yes 

Yes 

Receiving and 
shipping depts. 
observed by Mr. 
Kean and Mr. 
Sharpe 
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Question 

47. In your opinion would the inventory have been sub¬ 
stantially better if more time had been allotted for 
taking it? 

Note: The answers to questions 1 to 42 will normally be expected to be in the 
affirmative. Where there is an exception in your answer to any question, please attach 
additional paper of this size to explain the exception. Qualifications to answers should 
be similarly explained, if warranted by the circumstances. 

Any suggestions or comments you may have regarding improvements in the taking 
of inventory for this company should be submitted in a similar manner. 

Signed__ 

Observing for Kean, Swift & Co. 

Note to the Reader: The questionnaire illustrated above does not cover all questions 
that may be asked concerning the taking of physical inventory and is not suitable for 
general use. In actual practice, a questionnaire should be prepared in the light of the 
particular industry, the specific company, and frequently, the individual plant. Inven¬ 
tory instructions of the company may provide a basis for such a questionnaire. When 
the auditor intends to use a number of employees, possibly of varying degrees of experi¬ 
ence or ability, such questionnaires, if given to the employees a few days in advance of 
the date of the inventory, will indicate to them some of the practices attending the taking 
of an accurate physical inventory. 


Answer 

No 
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E 1 

ASHTON METAL PRODUCTS CO. 

Supplies 
December 31, 1946 



Per 

books 

Adjustment 

to 

j physical 

Per 

physical 

inventory 

Operating supplies 




Screw cutting oil. 

$ 630 


630 

Lubricating oil. 

458 


458 

Emery and emery wheels. 

2,250 


2,250 

Tool steel. 

4,895 

65 

4,960 

Chasers. 

4,553 

42 

4,595 

Cutters. 

3,242 

140 

3,102 

Drills. 

8,295 

105 

8,400 

Miscellaneous packing and shipping supplies.. 



880 


25,203 

BB2 72 

25,275 

Spare parts 




Electrical. 

3,580 

ISS 

3,425 

Gears. 


no 

1,945 

Machine parts. 

4,718 

392 

5,110 


10,353 

BBS 127 

10,480 

Repair supplies 




Sand, cement, etc. 

2,530 


2,530 

Lumber. 

6,927 

142 

6,785 

Miscellaneous. 


153 

5,220 


14,524 

BBS 11 

14,535 



210 

50,290 




E2 


Prices were tested with recent invoices—50 items. 

Stock cards were test-checked for quantities—^50 items. 

Extensions checked for items totaling approximately 60 per cent of total amount. 
Footings of detail sheets checked and totals traced to recap sheets. 

Recap sheets footed. 

Continuous test checking of quantities to stock cards takes place throughout the 
year, in addition to the complete annual physical inventory taken this year in November. 
Note: Boldface italics indicate red figures. 
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INVENTORY CERTIFICATE 

Kban, Swift & Co., 

New York, N. Y. 

Dear Sirs: 


£2 


In connection with your examination of the accounts of Ashton Metal Products Co. 
as at December 31,1946,1 hereby certify that the inventories as at December 31,1946, 
as shown by the general books of account, a summary of which follows, are based on a 
physical inventory taken under my direction as of November 30,1946, that transactions 
between such date and December 31,1946, have been properly reflected in the accounts, 
and that, to the best of my knowledge and belief: 

1. All stocks belonging to the company at December 31, 1946, having any sub¬ 
stantial value are included, but no obsolete, damaged or useless materials or merchandise 
are included at prices in excess of net realizable values. 

2. The quantities shown by the physical inventories are correct, were determined by 
actual count, weight, or measurement, and were taken in substantially the same manner 
as the physical inventories at the close of the previous year. 

3. The entire inventory is the unencumbered property of the company and does not 
include (a) stocks on consignment from others, (6) unshipped stocks billed to customers 
at or prior to December 31, 1946, or (c) advance payments on account of purchase 
contracts for future deliveries. 

4. Each item of inventory is priced at-(cost)-(specify basis of valuation 

fully, i.e.f cost, the lower of cost or market, or other method), which is the same basis as 
used in pricing the physical inventories at the close of the previous year. 

6. Liability for all items included in the inventories has been recorded in the accounts. 
Purchase commitments were not in excess of normal requirements nor at prices in 
excess of current market prices. 

6. The amounts stated in the following summary are fair and proper valuations of 
inventories as at December 31, 1946. 


Summary of Inventory Accounts 


Account Amount 

E1 Supplies. $50,290 


Total 


$50,290 


Note: Any exceptions to the above or necessary explanation thereof should be 
attached on a separate sheet as part of this certificate. 


Certified as to Date Name 


Quantities 

Jan. 

Values 

Jan. 

Usable condition 

Jan. 

General approval 

Jan. 


23, 1947 John Browdie 

24, 1947 John Smauker 

23, 1947 John Browdie 

25, 1947 Carl W3mne 


Title 

Storekeeper 
Chief Clerk 
Storekeeper 
Vice-pres. 










ASHTON METAL PRODUCTS CO. 

Insurance Unexpired 

December 31, 1946 
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s: Boldface italics indicate red figures. 
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G2 

ASHTON METAL PRODUCTS CO. 


Prepaid Expenses 
December 31, 1946 



Balance, 
December 
31, 1945 




Magazine advertising: 

For year ending Apr. 30, 1946— 
$1,000 per month. 

$4,000 


4,000 


For year ending Apr. 30, 1947— 
$1,000 per month. 


12,000 

8,000 

4,000 

Advances to employees for traveling, 
etc.: 

Carl Wynne, vice-president. 

600 

300 

750 

150 

Paul Jordan, engineer. 

390 

150 

390 

150 

Ralph Rackstraw, office staff. 

— 

150 

— 

150 

Arthur Crane, engineer. 

330 

— 

330 


Totals. 

$5,320 

12,600 

13,470 

4,450 



02 




Signed receipts were seen for the above advances for traveling. Receipts were 
prepared in December, 1946, therefore direct confirmations were not obtained. 

No adjustment is necessary for tax computation on account of prepaid advertising 
i^caase amount paid is the same as amount charged to expense. 
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Investments in Subsidiasies 
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Stock of Fulton Railway Co. was acquired in 1925 for cash. This investment represents one-half of the initial capital of Fulton; the 
balance supplied by Dalton. 

Stock of Coles Manufacturing Co. was acquired in 1931 in exchange for 112,500 shares of no-par stock of Ashton. This investment 
is carried at the book value of Coles stock at date of acquisition. 

Note to the Reader: The actual count of these securities is covered on summary schedules SI 1 to SI 8. 
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J1 

ASHTON METAL PRODUCTS CO. 

Land 

December 31, 1946 


North Plant lands.$185,150 

East Plant lands. 152,830 

Fulton Storage yard. 12,250 

Total, per ti*ial balance.$350,230 


There was no change in the above account during the year. 

Except for land at East Plant acquired from Goliath Manufacturing Co. in 1938, 
valued at $132,500, in exchange for stock of Ashton, all lands are carried at cash cost. 

Letter dated Jan. 2, 1947, signed by Coke & Blackstone, attorneys for the company, 
stating that the above properties are owned in fee simple by the company as of December 
31, 1946, was seen. 
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:: Boldface italics indicate red figures. 







































ASHTON METAL PRODUCTS CO. 
Details of Constbuction Account 
Year 1946 
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K 3 

ASHTON METAL PRODUCTS CO. 

Machinery—Transactions with Affiliated Companies 

Year 1946 


New machinery purchased 
From Ednor Metal Machinery Co.: 

4 shearing machines—model 4204. $21,684 

Secondhand machines transferred 
From Dalton Metal Products Co.: 

2 model 64 screw machines. $21,870 

Ednor Metal Machinery Co.: 

4 pneumatic cranes. 17,300 39,170 

Total machinery from affiliates included in additions.K2 $60,854 


Transferred to: 


Net 

value 

Depreci¬ 

ation 

reserve 

Cost 

Brooke Sales Co.: 

Office equipment. 

...C3 

$1,790 

7,980 

9,770 

Dalton Metal Products Co.: 

3 turret lathes. 


21,073 

3,527 

24,600 

1 electric welding machine. . . 


1,582 

138 

1,720 

1 Diesel motor. 


8,685 

8,685 

17,370 

Ednor Metal Machinery Co.: 

1 electric crane. 


5,230 

5,230 

10,460 

Fulton Railway Co.: 

7 transformers. 


1,170 

1,170 

2,340 

Total machinery. 


37,740 

18,750 

56,490 

Total transferred. 

...K5 

$39,530 

26,730 

LI 

66,260 

K1 


Above information was summarized from journal vouchers. 

Note to the Reader: This schedule is primarily to provide information for a 
summary of intercompany transactions for purposes of the consolidated accounts. 
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K4 

ASHTON METAL PRODUCTS CO. 

Furniture and Fixtures 


December 31, 1946 

Balance December 31, 1945. $60,550 

Additions: 

4 adding machines.$1,400 

6 calculating machines. 3,400 

3 draftsmen's tables. 450 

6 draftsmen's benches. 120 

8 Venetian blinds for stenographers' offices. 500 

4 air conditioners for executive offices. 2,480 

2 water coolers. 550 

10 typewriters. 1,500 

5 typewriter desks and chairs . 460 

6 electric fans. 100 

2 showcases for samples. 1,000 

Carpet for executive offices. 3,200 

2 fireproof safes. 700 15,860 

76,410 

Deductions—see below. 12,920 

Balance December 31, 1946. $63,490 


K1 





Depre- 





Depre- 

ciated 

Sal- 



Cost 

elation 

value 

vage 

Loss 

Details of deductions: 






Sold: 






Executive office carpets. 

. $3,150 

983 

2,167 

1,568 

599 

Transferred: 






To Brooke Sales Co.: 






4 showcases. 

. 3,000 

2,750 

250 

250 


6 office desks. 

. 420 

380 

40 

40 


3 filing cabinets. 

. 300 

150 

150 

150 


6 book cases. 

. 600 

550 

50 

50 


10 storage cabinets. 

. 4,500 

3,270 

1,230 

1,230 


6 typewriters. 

. 950 

880 

70 

70 



9,770 

7,980 

1,790 

1,790 



K5 $12,920 

8,963 

3,957 

3,358 

599 


Vouchers covering additions were examined. 

Journal vouchers covering deductions were examined. 



























Summary of Plant Deductions 
Year 1946 



a«ijustment would be made in computing the income subject to tax. 
Note: Boldface italics indicate red figures. 
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Reserve fob Depreciation 

December 31, 1946 
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tion 

none 

8.240 
( 463,710 

\ 46Ifi$8 

10.442 

10,442 


< 

3*0 

IJC* 

2,466 

040 

CO 

o 

ec 

2.963 

S 

o» 

of 

443 

443 

3,980 

3.540 

2,989 

3.540 

3,540 

995 

443 

498 

940 

940 


Furniture 

and 

fixtures 

10% 

26,936 
ft 202 

33.138 

983 

7,980 

S 

o» 

00 

24,175 

24,175 

60,550 

15,860 

12,929 

63.490 

63,490 

6,055 

793 

949 

6,202 

6,202 


Small 

tools 

10% 

6.S26 

1.424 

8,250 

2,260 

2,260 

5,990 

5,990 

14,760 

2,270 

3,329 

13.710 

13,710 

1,476 

114 

198 

1,424 

1.424 


Machinery 

Total 

1,223,182 

277.942 

1,501,124 

59.749 

18.750 
175,344 

253,843 

1.247.281 

2S9 

1,247,012 

2,925,940 

436,932 

343,215 

3.019.657 

5,384 

3.014,273 

273,858 

20,379 

19.295 

277,942 

299 

277,673 



167,716 

79.046 

246,762 

11,985 

15,085 

16,673 

43,743 

203,010 

203,019 

614,620 

103,887 

98,389 

6.50.127 

650,127 

76,828 

6,492 

4.274 

79,046 

79,046 


10% 

426,939 

86.523 

513,462 

35.536 

80,750 

1 

«o 

397.176 

2t§ 

396,907 

876,270 

117,341 

139,429 

854.191 

^ r- 

«o o 

•>* ac 

87,627 

5,867 

9.971 

COOl 

eo 

20 

86,254 


8% 

347.650 

72.873 

420.523 

12,228 

138 

39,600 

s 

os 

Jo 

368,557 

368,,557 

894,900 

94,153 

92,139 

926.923 

926,923 

71,592 

3,766 

2.485 

72,873 

72,873 


7% 

280,877 
39..'00 

320,377 

3,527 

38,321 

00 

00 

278,529 

•os 

e<i 

us 

00 

C<l 

540,150 

121,551 

73,285 

.588.416 

588,416 

37,811 

4,254 

2.585 

39,500 

39,500 


g 

c 


373,148 

19.040 

g 

evi 

OS 

lO 

12,800 

12,800 

379.388 

379,388 

947,220 

24,576 

15,999 

956.796 

956,796 

18,944 

246 

ISO 

19,040 

19,040 


Total 

$1,632,558 

.305.548 

1,938,106 

65,955 

26,730 

188,144 

280,829 

1,657,277 

269 

$1,657,008 

$3,960,690 

485,380 

378,435 

4.067.635 

ao Jo 

fo (M 

g 

O 

$ 301,328 
21,975 
17.755 

305,548 

269 

$ 305,279 



Balance December 31.1945.. 

Deductions — E 5: 

Depreciation accumulated on assets sold. 

Depreciation accumulated on assets transferred to 

subsidiaries.K3 

Depreciation accumulated on assets dismantled. 

Balance December 31.1946, per trial balance. 

Balance December 31,1946 — as adjusted. 

Basis for Depreciation: 

Balance December 31, 1945. 

Additions year 1946.. 

Construction completed. 

Deductions, year 1946. 

Balance December 31. 1946. 

Correction — repairs charged Construction in error — E 2 
Corrected balance December 31,1946. 

Drareciation charged Income: 

On beginning balance. 

On additions—at half rates. 

On deductions — ^at half rates. 

Total charge to Income. 

Correction—at half rates. 

Corrected charge to Income. 



The above infonnation for year 1946 was summarized by the company from plant cards covering individual plant items. 
Plant cards covering additions wd deductions were checked to summary, and depreciation calculations were checked in total. 
Rates are the same as those which have been in effect for the past four years and appear to be adequate. 

























Depreciation on Assets Acquired by Issuance op Capital Stock at June 30, 1938 

December 31, 1946 



it Boldhu» itidics indicate figures. 
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ASHTON METAL PRODUCTS CO. 

Patents 
December 31^ 1946 

U. S. patent #274568193 covering special screw turning lathes and Ashton pickling 
process—cost $20,000, carried on books at nominal amount—unchanged in 1946 $10 


N 1 

ASHTON METAL PRODUCTS CO. 

Notes Payable—^Banks 
December 31, 1946 


Notes Payable to Ashton State Bank 
& Trust Co. 

Balance 
Dec. 31, 
1945 

Additional 

Loans 

Repay¬ 

ments 

Balance 
Dec. 31, 
1946 

Dated 

Due 

Interest 
Rate, % 

Nov. 1, 1945 

Jan. 31,1946 

6 

$50,000 


50,000 


Nov. 1,1945 

Feb. 28,1946 

6 

25,000 


25,000 


Nov. 1,1945 

Mar. 31,1946 

6 

25,000 


25,000 


Nov. 1,1946 

Dec. 31,1946 

5 


40,000 

40,000 


Nov. 1,1946 

Jan. 31,1947 

5 


20,000 


20,000 

Nov. 1, 1946 

Max. 1,1947 

5 


15,000 


15,000 




$100,000 

75,000 

140,000 

35,000 


1 



A2 

02 

A6 


See Q 2 for accrual of interest on above notes at December 31, 1946. 

Note to the Reader: If there were a number of notes payable and if interest on 
notes payable was the principal amount of interest paid, columns for interest, expense, 
and accrual similar to those for accrued interest receivable shown on Schedule B 1 
would be used. The notes have been verified by confirmation from the banks as 
indicated by the reference to Schedule A 6. 

Note: Boldface italics indicate red figures. 
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01 

ASHTON METAL PRODUCTS CO. 

Accounts Ratable 
December 31,1946 

Balance December 31,1945. 

Vouchers payable—per voucher record 

Vouchers paid—per cashbook. 

Balance December 31,1946. 


$257,760 

02 2,971,796 

A 3 $2,973,678 
. ■ ■ 255,878 

$3,229,556 $3,229,556 


Details of balance at December 31,1946; 

Excellent Crane Co. $110,500 

Ashton Electric and Power Co. 4,130 

Electric Corp. of Ashton. 9,873 

Five States Supply Corp. 12,768 

Static Conveyor Machine Co. 60,500 

Super Electric & Supply Co.. 5,380 

Ashton State Bank & Trust Co.—Payroll Account. 30,101 

52 vouchers, each for less than $1,000, totaling. 22,626 

Total as above. $255,878 


Distribution: 

Wages payable. $30,101 

Accounts payable—trade. 225,777 

Total as above. $255,878 


Unpaid items were checked with voucher record. 

Cash disbursements for December, 1946, were checked to voucher record. 

Vouchers entered in voucher record in January, 1947, were scrutinized for 1946 items. 

Similar scrutiny was made of vouchers not entered as of Jan. 25,1947. 

Vouchers for month of April, 1946, were examined. 

Footings of voucher record were checked for month of June, 1946. 

See separate file, “Physical Inventories” for test of receiving records at Dec. 31,1946. 

Note to the Reader: In the case of Ashton Metal Products Co., testing of the 
voucher record is ordinarily done by the internal audit staff of the company. Occa¬ 
sionally, however, the independent auditors cover the same ground—as indicated by 
the audit notes with respect to scrutiny of vouchers and footing of the voucher record. 



















ASHTON METAL PRODUCTS CO. 
Summary of Voucher Record 
Year 1946 
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l^Iow 

^eoe«'<*e«»-4e(»oa»-i'^oo»o 

453,095 


Notes 

payable 

—hanka 

50,000 

25,000 

25,000 

40.000 

140,000 

IN 

Accrued 

interest 

payable 

750 

500 

625 

56,000 

48,000 

333 

106,208 

cc 

<y 

Taxes 

accrued 

13,550 

11,072 

9,040 

10,318 

13,221 

44,888 

9,040 

111,129 

*»4 

<y 

Prepaid 

expense 

12,000 

150 

450 

cc 

0 

1 

1. 

insurance 

200 

180 

460 

16,000 

560 

60 

2.400 

19,860 

0 

tc 

0 

1 

expense 

SSSSSSS8SSS3 

O »0 QO »0os CJ *-< 00 CQ «0 O 

15,380 


General 

expense 

osooooooootooo 

OOIOOSOIOMOSOIOOOSOO 

«0 ^ 00 «0 '^.o w ® 

cjo^csfo 

8 

>0 


o' 

o 

a 

9 

3 

34.500 

10,000 

50,000 

7,000 

5,288 

12,000 

9,000 

14,000 

12,000 

60,000 

110,500 

324.288 

K2 

Repair 
labor and 

expense 

§S8§3§§§8§S§ 

o »o ea oeo o o o os « »o 
•'ifcow.neJcoeo'^coeccoc^ 

8 

•d» 

00 

CO 


Manufac¬ 

turing 

expense 

888888888888 
CO O O os os ,-1 iO O os CO o 

CO V lo’ cf CO CO* V CO cf V CO 

44.600 


Supplies 

8iS^888888SS 

©oc'icooor-ooooo 

o COO 00 os CO of CO to O 

198,228 


1= 

s 

OOOOOSOOttOi-l-^CqOCO— il 

t^<.»«ioioeoc-*oe^iot>.cooo 
r. o to00 ■^co CO »o ® o CO 
CO CO os os CO-^1!“ oo os" e<r V CO N 

1.456.783 

PI 

Total 

e«coos»oQcot^Oi**oscoco 

'^OOOOOOCOCMOOtOiOiQ 

cc ec oo_^co CO os 00 "d* 

CCS 00 CO os t>r «o 0 00 ^so CO-di" 
^c»iO.-it^»ocoioeoco-^co 
e4*He<iio^cd«^«-4C4eaedco 

CO 

12,971,796 


1946 

January. 

February. 

March. 

April. 

May. 

June. 

July. 

August. 

September. 

October. 

November. 

December. 

Year. 


c 

isl 

5* ■§ 

S 

301,500 


SI 

Reserve 

for 

Federal 
income tax 

Si ^ S 

CQ CQ vQ cr 

00 of od o( 

32,530 1 

R1 


Unclaimed 

dividends 

8 

8 

CO 

0 

Payroll 

advances 

o»oo»ooo»oootcoc 

eo-HecoceoM—icdCii-Heocc 

300 1 


Automo¬ 
biles and 
trucks 

3,540 

1 3,540 1 

K1 

1 

and 

fixtures 

1.400 

400 

5,890 

6.400 

300 

1,470 

15,860 I 

K1 

Small 

tools 

toocc 0000 OeOG 

•d«i-tos lo^csoco ccoc 

e*D»-c ^ecd* 

2,270 1 

K1 

1 Accounts receivable I 

Cr. 

C»tt 

C* «d 

CdC* 

SI 

Os 

0 

Dr. 

000*58 

' 35.000 

Cl 

1 Unamor- 

tizea 

bond 

premium 

000* I 

1,000 

B2 

Market¬ 

able 

securities 

7,500 

44.250 

51,750 

B1 

Accrued 

interest 

receivable 

250 

' 250 

PQ 

®S§s 

M to'-.. 0 , 

000*01 

f 10,000 

A7 

"3 

"o 

lOiO»0»OOCOt<5»OCC»OCOC^ 

l^e^^»-Hcocoo5eo»ceooos 
■dj^co oc'♦Cd ^ cd cs -d* 00 U5 
t-c cor'Tcoco coco r-1o6 

^0 CO d< 

c* 

1 453,095 1 


1946 

January. 

F^ruary. 

March. 

April. 

May. 

June. 

July. 

August. 

September. 

October. 

November. 

December. 

Year. I 



i: Boldface italics indicate red figures. 
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ASHTON METAL PRODUCTS CO. 

Unclaimed Dividends 
December 31, 1946 



Common Stock Dividends 

Total 

m 

m 

No. 15 
1940 

No. 16 
1941 

No. 73 
1946 

Balance, December 31, 1945... 

* Year 1946—claimed.02 

—additions_A 2 

Balance, December 31, 1946... 

$380 

8S 

75 

60 

2S 

60 

25 

128 

20 

132 

IS 

75 

$370 

35 

35 

108 

117 

75 








* Back dividends were paid to John Barty, located at new address. 


PI 

ASHTON METAL PRODUCTS CO. 

Wages Payable 
December 31j 1946 


Balance December 31, 1945.$ 7,150 

Accrued payroll for 1946.P2 1,459,887 

1,467,037 

Transferred to Accounts Payable.0 2 1,456,783 

Balance December 31, 1946.$ 10,254 


Vouchers covering transfers to Accounts Payable were checked to payroll sheets. 

Accrued payroll at Dec. 31,1946 represents two days^ wages. The amount is approxi¬ 
mately one-third of the previous week^s payroll; the amount appears to be reasonable 
and therefore has not been checked in detail. The accrued payroll for the week ending 
Dec. 28, payable Jan. 2, 1947, was transferred to Accounts Payable in the amount of 
$30,101 (Schedule O 1). 

Distribution of payroll and deductions for salary taxes, as shown in detailed payroll 
records, were tested for the month of December, 1946, and found to be reasonable and 
accurate. 












m 
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P2 

ASHTON METAL PRODUCTS CO. 

Labor Distribution 
December 31, 1946 




Labor 

Social 

security 

taxes 

Total 

Direct labor—^per trial balance. 


$952,370 

26,706 

979,076 

Indirect labor—^per trial balance. 


279,330 

6,873 

286,203 

Repair expense—^per analysis. 

BB3 

97,360 

2,721 

100,081 

Construction—^per analysis. 

K2 

54,403 

1,460 

55,863 

Office salaries—^per analysis. 

EE 1 

152,810 

1,824 

154,634 

Total. 


$1,536,273 

39,584 

1,575,857 

Deductions from payroll: 





Federal old-age benefit tax with¬ 





held. 

$13,668 




Federal income tax withheld. 

62,383 




Advances. 

335 

76,386 



Amount accrued for payroll in 1946. .. 


$1,459,887 

P 1 




Source: Payroll summaries prepared by the company. 
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MOeOM 

S2s:sg 


00 

US 



Total—as above. 
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Q2 

ASHTON METAL PRODUCTS CO. 
Accrued Interest Payable 
December 31, 1946 



On 5% 
deben¬ 
tures 

On 

bank 

loans 

Total 

Balance December 31, 1945 




5% on $2,240,000 par value—Oct. 1 to Dec. 31,1945.. 

$28,000 



6% on 100,000 face value—Nov. 1 to Dec. 31,1945.. 


1,000 


Total. 

28,000 

1,000 

29,000 

Accrued in 1946: 

5% on $2,240,000 par value—^Jan. 1 to Mar. 31,1946.. 

28,000 



5% on 1,920,000 par value—Apr. 1 to Dec. 31, 1946.. 

72,000 



6% on 50,000 face value—^Jan. 1 to Jan. 30,1946.. 


250 


6% on 25,000 face value—^Jan. 1 to Feb. 28, 1946.. 


250 


6% on 25,000 face value—^Jan. 1 to Mar. 30,1946.. 


375 


5% on 40,000 face value—Nov. 1 to Dec. 31,1946.. 


333 


5% on 20,000 face value—Nov. 1 to Dec. 31,1946.. 


167 


5% on 15,000 face value—Nov. 1 to Dec. 31,1946.. 


125 



100,000 

1,500 

101,500 

Total accrued. 

128,000 

2,500 

130,500 

Paid in 1946.0 2 

104,000 

2,208 

106,208 

Balance accrued December 31, 1946. 

$24,000 

292 

24,292 

Details of balance at December 31, 1946 : 




5% on $1,920,000 par value—3 months. 

$24,000 



5% on 35,000 face value—60 days. 


292 

i 
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ASHTON METAL PRODUCTS CO. 
Reserve for Federal Income Tax 


December 31,1946 

Balance, December 31, 1945. $32,530 

1946—Paid 1945 taxes.02 32,530 

—Accrued taxes for 1946. 125,000 

Balance, December 31, 1946—per books.$125,000 

Adjustment after closing—as below.W1 8,588 

Balance, December 31, 1946—as adjusted...$133,588 

Calculation of 1946 Federal income taxes: 

Net income before Federal income tax adjustments.W 1 $473,016 

Adjustments: 

Federal income tax accrual—per books.$125,000 

Adjustment for assets acquired from Goliath: 

Depreciation.L 2 3,684 

Loss on sale.L2 645 

Gain on debentures retired.SI 8,900 120,429 

Adjusted net income. $593,445 

Credit for dividends received (85% of $284,270—B 1). 241,630 

Taxable income.$351,815 


Composition of taxable income 

Ordinary income. 

Net long-term capital gain.. 

Total. 

Normal tax. 

Surtax. . 

Tax on long-term capital gains 
Total Federal income taxes.... 

Note: Boldface italics indicate red figures. 


.$351,035 

. m 

. $351,815 

351,035(^24% $84,248 
351,035 @ 14% 49,145 

780 @25% _ m 

.$133,588 
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ASHTON METAL PRODUCTS CO. 
5% Debentures Due 1952 
December 31, 1946 



Par 

value 

Discount 

and 

expense 

Issued, April 1, 1942. 

$3,200,000 

160,000 

Retirements: 

Par value. 

960,000 


Discount and expense ($50 per M). 

48,000 

Amortization of discount and expense on debentures outstand¬ 
ing (3J4 years at $5 per M per year). 


42,000 

Balance, December 31, 1945. 

2,240,000 

70,000 

Year 1946: 

Written off on debentures outstanding: 

Jan. 1, 1946 to Apr. 1, 1946.$2,240,000 


2,800 

Apr. 1, 1946 to Dec. 31, 1946.$1,920,000 


7,200 

Written off on debentures retired, April 1, 1946: 

Par value.0 2 

320,000 


Discount and expense ($30 per M). 


9,600 

Balance, December 31, 1946. 

$1,920,000 

50,400 


S2 



Indenture permits annual retirement of $320,000 par value of debentures. In 1946, 


retirement resulted in a profit, as follows: 

Par value—as above. $320,000 

Cost.0 2 301,500 

18,500 

Discount thereon—as above. 9,600 

Profit on debentures retired. $8,900 


Note: Boldface italics indicate red figures. 
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TENTH TRUST COMPANY 82 

OF NEW YORK 
NEW YORK, N. Y. 

January 6, 1947 

Kean, Swift & Co., 

New York City 
Gentlemen: 

Pursuant to a request dated January 4, 1947, we hereby certify to the following 
information according to our records with respect to the 5% Debentures due 1952 of 
Ashton Metal Products Company as of the close of business December 31, 1946. 

1. Principal amount of securities certified and delivered in original issues.. S3,200,000 

2. Principal amount of securities canceled in reduction of issue. 1,280,000 

3. Principal amount of securities outstanding. 1,920,000 

4. Principal amount of collateral securities held. None 

5 Cash balance: 

Release a/c.None Redemption a/c.... None 

Coupons a/c.None 

Very truly yours, 

Tenth Trust Company of New York 

Trustee 

By John Brown, 

Authorized Officer 

VI 

ASHTON METAL PRODUCTS CO. 

Capital Stock 
December 31, 1946 



Shares 

Amount 

Common: 

Authorized 600,000 shares with no par value 

Issued: 

Jan. 1, 1925, for cash. 

200,000 

$1,000,000 

Jan. 1, 1927, for 20,000 shares Dalton Metal Products 
Co. stock. 

250,000 

2,483,250 

Jan. 1, 1931, for 22,500 shares Coles Mfg. Co. stock... 

112,500 

1,499,350 

June 30, 1938,—part payment for net assets of Goliath 
Mfg. Co. at value approved by board of 
directors. 

37,500 

500,000 

Outstanding at December 31, 1946.V 2-V 3 

600,000 

$5,482,600 

6% Cumulative Preferred: 

Authorized 10,000 shares of the par value of $100 each 

Issued: 

Jan. 1, 1931, for cash. 

7,500 

$ 750,000 

June 30, 1938,—part payment for net assets of Goliath 
Mfg. Co. 

2,500 

250,000 

Outstanding at December 31, 1946.V 2-V 3 

10,000 

$1,000,000 


No change in either capital stock account during 1946. 
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NINTH NEW YORK TRUST COMPANY 
NEW YORK, N. Y. 

Kean, Swift & Co., 

New York City 


V2 


Januaiy 16, 1947 


Gentlemen: 

We hereby certify that there were registered and outstanding according to the books 
of the company kept by us as registrar as of the close of business December 31, 1946, 
certificates of stock of the Ashton Metal Products Company representing the following 
shares: 

Common Capital no-par stock 600,000 shares 

Cumulative 6% Preferred $100 par stock 10,000 shares 

Yours very truly, 

Ninth New York Trust Company, 
Registrar 

By Sampson Brass, 

Assisiard Secretary 


EIGHTH TRUST COMPANY 
OF NEW YORK 
NEW YORK, N. Y. 

Kean, Swift & Co., 

New York City 


V3 


January 17, 1947 


Gentlemen: 

In compliance with a request of the Ashton Metal Products Company, we wish to 
advise that our records as transfer agent indicate that the following shares of stock of 
that company were outstanding at the close of business December 31, 1946. 

Common Capital no-par stock 600,000 shares 

Cumulative 6% Preferred $100 par stock 10,000 shares 

Very truly yours. 

Eighth Trust Company of New York 
By Barnaby Rudge, 

V ice-PresiderU 
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W1 

ASHTON METAL PRODUCTS CO. 

Subplus 
December 31, 1946 


Balance December 31, 1945. 

Net income of the year—as below 


Dividends declared and paid.W2$ 318,000 

Balance December 31, 1946. 1,166,070 

$1,484,070 


Preliminary 1946 income—per books. 

Adjust inventories to physical—Finished Goods. D 1 

—Goods in Process. D 2 

—Raw Materials. D 3 

—Supplies. El 

Repairs charged in error to machinery and equipment 

(through construction account). K 1 

Reverse depreciation charged on above. LI 

Increase provision for doubtful accounts. C 2 

Adjust unexpired insurance. G1 

Net income before Federal income tax adjustment. R 1 

Adjust provision for 1946 Federal income tax. R 1 

Net income of the year—as above. 


$1,019,642 

464,428 


1,484,070 

$ 483,616 
10,120 
7,140 
2,200 
210 

5,384 

269 

490 

_ ^ 

473,016 

8,588 

$464,428 


Note: Boldface italics indicate red figures. 


W2 

ASHTON METAL PRODUCTS CO. 

Dividends Declared 
Year 1946 


Number 

1 

Declared 

1 

To stock¬ 
holders of 
record 

Payable 

Shares 

Rate 

Amount 

31 

On 6% pre¬ 
ferred stock: 
Jan. 10, 1946 

Feb. 1, 1946 

Feb. 15, 1946 

10,000 

$3.00 

30,000 

32 

July 10, 1946 

Aug. 1, 1946 

Aug. 15, 1946 

10,000 

3.00 

30,000 

73 

On common 
stock 

Feb. 7, 1946 

Feb. 28, 1946 

Mar. 15, 1946 

600,000 

A3 

0.05 

60,000 

1 

30,000 

74 

May 8, 1946 

May 30, 1946 

June 14, 1946 

600,000 

0.05 

30,000 

75 

Aug. 7, 1946 

Aug. 31, 1946 

Sept. 16,1946 

600,000 

0.05 

30,000 

76 

Nov. 27, 1946 

Dec. 4, 1946 

Dec. 16, 1946 

600,000 

0.10 

60,000 

77 extra 

Nov. 27, 1946 

Dec. 4, 1946 

Dec. 16, 1946 

600,000 

0.18 

108,000 






A3 

258,000 

$318,000 
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ASHTON METAL PRODUCTS CO. 

Minutes 
Year 1946 

Stockholders^ annual meeting —April 21, 1946. 

Election of directors—Messrs. Crane, Cringle, Drood, Durward, Frome, Lapham, 

Nickleby, Shrig, Weller, and Wynne. 

Directors' meetings: 

Jan. 10, 1946 

Dividend of $3.00 declared on 6% cumulative preferred stock, payable Feb. 15 to 
stockholders of record Feb. 1. 

Construction appropriations Nos. M 8063 to 8070 approved. 

Feb. 7, 1946 

Dividend of 5 cents declared on common stock, payable Mar. 15 to stockholders 
of record Feb. 28. 

Apr. 27, 1946 

Officers elected as follows: 

President —Ethan Frome 

Vice-president —Carl Wynne 

Vice-president —Will Scarlet 

Secretary —Charles Brewster 

Treasurer —Sidney Carton 

Assistant treasurer—Uriah Keep 

May 8, 1946 

Dividend of 5 cents declared on common stock, payable June 14 to stockholders of 
record May 30. 

July 10, 1946 

Dividend of $3.00 declared on 6% cumulative preferred stock, payable Aug. 15 to 
stockholders of record Aug. 1. 

Aug. 7, 1946 

Dividend of 5 cents declared on common stock, payable Sept. 16 to stockholders of 
record Aug. 31. 

Construction appropriations B 800 and M 8071 and 8072 approved. 

Sept. 4, 1946 

Loan of $35,000 to Carl Wynne approved. Loan to be repaid $17,500 in Decem¬ 
ber, 1946, and the balance in June, 1947. 

Nov. 27, 1946 

Report of executive committee on effects of tax laws on company's operations and 
future dividend policy read and approved. Report of treasurer showing esti¬ 
mated profit for year considered and following dividends declared on common 
stock: 

Regular dividend of 10 cents, 

Extra dividend of 18 cents, 

both payable Dec, 16 to stockholders of record Dec. 4. 
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AAl 

ASHTON METAL PRODUCTS CO. 

Net Sales 
Year 1946 


< 

Machine 

parts 

Die 

stampings 

Screw 

machine 

products 

Total 

Sales. 

$1,134,170 

1,582,740 

2,178,430 1 

4,895,340 C3 

Deductions from sales: 

Sales returns and allowances.... 

Sales freight. 

Discounts allowed. 

53,840 

49,240 

29,480 

37,760 

88,830 

37,390 

32,440 

172,150 C3 
124,390 C3 
32,440 C3 

Net sales. 

103,080 

67,240 

158,660 

328,980 

$1,031,090 

1,515,500 

2.019,770 

4,566,360 






The above figures are taken from the cumulative monthly summaries prepared by the 
company. All products are sold through Brooke Sales Co. and the above totals agree 
with credits for sales and charges for sales deductions as shown in the analysis of current 
account with Brooke—Schedule C 3. 

BBl 

ASHTON METAL PRODUCTS CO. 

Raw Material Used 
Year 1946 



Per trial 
balance 

Adjust¬ 

ments 

Adjusted 

Steel purchased. 

$1,109,300 

642,400 

42,170 

2,200 

1,109,300 

642,400 

39,970 

Brass purchased. 

Change in inventory—raw materials. 

Steel purchased—net. 

$1,709,530 

2,200 

1,711,730 

Quantity 

(pounds) 

22,638,776 

1,500,000 

2,100,000 

Price (per 
1001b.) 
$4.90 
4.80 
5.00 

Amount 

1,109,300 

72,000 

105,000 

Inventory—Jan. 1, 1946. 

Inventory—Dec. 31, 1946. 

Steel used. 

22,038,776 

$4.88 

1,076,300 

Brass purchased—net. 

Quantity 

(pounds) 

3,059,048 

166,400 

182,955 

Price 
(per lb.) 
$0.21 
0.20 
0.22 

Amount 

642,400 

33,280 

40,250 

Inventory, Jan. 1, 1946. 

Inventory, Dec. 31, 1946. 

Brass used. 

3,042,493 

$0.21 

635,430 






Note to the Reader: Figures for quantities purchased were summarized from 
current account with Coles Mfg. Co., which schedule is not included in these papers. 
Note: Boldface italics indicate red figures. 
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ASHTON METAL PRODUCTS CO. 

Manufacturing Expense 


Year 1946 

Power, light, and heat. $34,710 

Insurance.Cl 15,695 

Taxes.Q 1 41,272 

Royalty. 5,200 

Sundry supplies. 103,260 

Sundry expenses. 9,836 

Per trial balance. 209,973 

Inventory of sundry operating supplies—adjustment to physical.El 72 

$209,901 

Distribution to departments: 


Per books 

Machine parts. $47,680 

Die stampings. 76,278 

Screw machine products. 86,015 

Total as above. $209,973 


Adjust 

inventory As 
to physical adjusted 
47,680 
76,278 

72 _ 85,943 

72 209,901 


The company maintains an analysis of manufacturing expenses which gives details 
both as to nature of the expense and as to department charged for cost purposes from 
which the above figures were obtained. 

Note ; Boldface italics indicate red figures. 

BB3 

ASHTON METAL PRODUCTS CO. 
Repair Labor and Expense 
Year 1946 



Labor 

Supplies 

and 

expense 

Total 

Machine parts dept. 

$22,347 

30,563 

52,910 

Die stampings dept. 

26,172 

16,961 

43,133 

Screw machine products dept. 

51,562 

32,424 

83,986 

Per trial balance. 

100,081 

79,948 

180,029 

Add: repairs charged to construction in error— 
screw machine products dept.K 2 

3,964 

1,420 

1 5,384 

Deduct—adjustment of supply inventories to 
physical: 

Spare parts—machine parts dept.El 

Repair supplies—machine parts dept.El 


127 

11 

} 


$104,045 

81,230 

185,275 


The company maintains an analysis of repair expenses which gives details of labor 
and other items charged to this account for each department, from which the above 
figures were obtained. 

Note: Boldface italics indicate red figures. 
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DDl 

ASHTON METAL PRODUCTS CO. 

Miscellaneous Income 


Year 1946 

Profit on sale of securities.B1 $ 780 

Rent of building.A 2 9,500 

Collection of account previously charged off (1944).A 2 140 

Per trial balance.• $10,420 


EEl 

ASHTON METAL PRODUCTS CO. 


Office Salaries 
Year 1946 

Officers* salaries: 

Ethan Frome, President. $36,000 

Carl Wynne, Vice-president. 20,000 

Will Scarlet, Vice-president. 18,000 

Charles Brewster, Secretary. 8,500 

Sidney Carton, Treasurer. 10,000 

Uriah Heep, Asst, treasurer. 7,500 

100,000 

Office salaries. 52,810 

152,810 

Social Security Taxes. 1,824 

Per trial balance $154,634 

P2 


Note to the Reader: This schedule is prepared principally for Federal income tax 
purposes. 

EE 2 

ASHTON METAL PRODUCTS CO. 

Commissions Paid 
Year 1946 

Commissions paid to Brooke Sales Co. at 5% on sales less returns: 


Machine parts—Gross sales. $ 1,134,170 

Less returns and allowances. 53,840 

Net sales. $1,080,330 54,017 

Die stampings—Gross sales. $1,582,740 

Less returns and allowances. 29,480 

Net sales. $1,553,260 77,663 

Screw machine products—Gross sales. $2,178,430 

Less returns and allowances. 88,830 

Net sales. $2,089,600 104,480 

Per trial balance. $236,160 

C3 


Commissions paid were checked in total by the above calculations and agreed with 
current account with Brooke Sales Co. 
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EES 

ASHTON METAL PRODUCTS CO. 

General Expense 
Year 1946 



Distribution for 
report—all 
miscellaneous 
general except 



Taxes. 

Taxes 

Q1 

$24,161 

Insurance. 


G1 

2,075 

Advertising. 

Selling 


12,000 

Registrar and transfer agent. 



5,000 

Legal. 



25,000 

Auditing. 



12,000 

Dues and subscriptions. 



2,600 

Directors’ fees. 



1,200 

Bad debts—^Brown Machinery Co. 

Doubtful accounts 


no 

Miscellaneous. 



5,405 

Per trial balance. 



89,551 

Additional bad debts—Appleton Manufacturing 




Co. 

Doubtful accounts 

C2 

490 

Adjust unexpired insurance. 


G1 

25 




$90,066 


An analysis of general expenses is maintained by the company from which the above 
details have been taken. 


Alternative Schedules—Ashton Metal Products Co. 

In order to illustrate other methods of preparing schedules than those 
used to support the classification of accounts, examples are given of six 
schedules, four of which are leading schedules supporting a working 
balance sheet. The totals of the various items agree with the balance 
sheet figures supported by the classification of accounts and schedule of 
book accounts. This method consists essentially in summarizing on one 
page the various accounts composing the balance sheet items, together 
with any adjustments to them, and using the total of that page as the 
figure that appears in the working balance sheet. This method is in use 
by leading firms and may in some cases be preferred to the method used 
as the principal example. 

Four of the schedules shown, 1 A, 1B, 1D, and 1F, are sometimes known 
as “lead^^ schedules. The details of supporting schedules showing the 
composition of the individual ledger accounts would be substantially the 
same as those shown on pages 169 to 222. A complete set of these lead 
schedules is not given as it is thought that the four shown are sufficient to 
illustrate the method. 
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1 A 

ASHTON METAL PRODUCTS CO. 
Cash in Bank and on Hand 
December 31, 1946 



Dec. 31, 
1945 Per 
K.S.&CO. 

December 31, 1946 

Per 

books 

K.S. & Co. 
adjustments 

Final 

Cash in bank. 

$437,760 

300 

435,201 

300 

10,000 


435,201 

300 

10,000 

Ashton State Bank & Trust Co. 

General account.A 1 

Payroll account.A 5 

Ashton Trust Co. 

Time deposit account.A 7 

Total in bank. 

438,060 

500 

445,501 

500 


445,501 

500 

Petty cash.A 8 

$438,560 

446,001 


446,001 




to B/S 


IB 

ASHTON METAL PRODUCTS CO. 
Makketablb Secubitibs and Investments 
December 31, 1946 



j 

Dec. 31, 
1945 Per 
KS.&Co. 

December 31, 1946 

Per 

books 

[ K.S. & Co. 
adjustments 

Final 

Balance Sheet Classifications 
Investments in subsidiaries. 11 

Marketable securities 

Bonds.1B2 

Stocks—Preferred.1B2 

—Common.1B2 

Unamortized bond premium. 

1B2 

Other investments: 

Stocks — ^Preferred. 

$5,582,600 

5,582,600 


5,582,600 

71,975 

10,375 

28,600 

55,125 

10,375 

46,750 

988 


55,125 

10,375 

46,750 

988 

110,950 

113,238 


113,238 

61,880 

175,010 

61,880 

175,010 


61,880 

175,010 

— Common. 

General Ledger Account 
Classifications 

Investment in subsidiaries.11 

Marketable securities.B 1 

Other investments.12 

Unamortized bond premium .. 1 B 2 
Total (Reclassified above for B/S). 

236,890 

236,890 


236,890 

i 

5,582,600 

65,850 

281,990 

5,582,600 

98,250 

250,890 

988 


5,582,600 

98,250 

250,890 

988 

$5,930,440 

5,932,728 


5,932,728 

























1 B 2 

ASHTON METAL PRODUCTS CO. 

Marketable Securities 

December 31, 1946 



Purchases and sales may be entered in separate columns if transactions are more numerous and involved than in this company. 

In current practice it is usual to provide columns to reflect year-end values based on market quotations, and the lower of cost or market values. 
* Confirmed by certificate from Custody Department of ^hton State Bank and Trust Co. as of the close of business on Dec. 31. 1946. 
t Examined at vault of Ashton State Bank and Trust Co. on Jan. 2,1947, by R. E. Swift. 

Note: Boldface italics indicate red figures. 
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ID 

ASHTON METAL PRODUCTS CO. 
Balances with Affiliated Companies 
December 31, 1946 



Dec. 31, 
1945 Per 
K.S.&CO. 

December 31, 1946 

Per 

books* 

K.S. & Co. 
adjustments 

Final 

Due from or to: 

Brooke Sales Co. 

Coles Manufacturing Co. 

Dalton Metal Products Co. 

Ednor Metal Machinery Co. 

Fulton Railway Co. 

Debit balances. 

Credit balances. 

$149,755 

104,340 

325,450 

154,210 

8,240 

110,320 

232,150 

199,620 

120,510 

5,210 


110,320 

232,150 

199,620 

120,510 

5,210 

$629,415 

112,580 

430,450 

237,360 


430,450 
ToB/S 
237,360 
To B/S 


* Above balances compared with balances shown in working papers for the respective 
companies and found in agreement. 

J.E.M. 


Note: The advantages of entering all balances (indicating debit and credit) with 
affiliated companies on one lead schedule are stated below: 

1. Balances, whether debit or credit, may be more readily referred to when con¬ 
centrated on one schedule. 

2. Comparison with the balance at the end of the preceding period is facilitated, 
even though the balance may have changed from debit to credit, or vice versa. 

3. Where the company has segregated transactions on its books for accounting 
convenience and carries more than one account with another affiliate, the aggregate or 
net balance of the several reciprocal intercompany accounts may be established, thus 
avoiding consolidating differences in the debit and credit totals for elimination. 

By accumulating separate totals for the companies with which debit and credit 
balances are carried, the advantage of separate schedules for the debit and credit 
groups is preserved for posting to asset and liability sides of the balance sheet. 

Note: Boldface italics indicate red figures. 
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ASHTON METAL PRODUCTS CO. 
Land, Buildings, Machinbbt and Equipment, Etc. 

December 31, 1946 


1 

Dec. 31, 
1945 Per 
K.S. & Co. 

December 31, 1946 

Per 

books 

K.S. &Co. 
adjustments 

Final 

Land. 

$350,230 

350.230 


350,230 

Depreciable: 

Buildings. 

947,220 

2,925,940 

14,760 

60,550 

3,980 

8,240 

956,796 , 
3,019,657 1 
13,710 
63,490 1 
3,540 I 
10,442 

5,384 

to B/S 

956,796 

3,014,273 

13,710 

63,490 

3,540 

10,442 

Machinery and equipment. 

Small tools. 

Furniture and fixtures. 

Automobiles and motor trucks.... 
Construction. 

Total depreciable values. 

3,960,690 

4,067,635 

5,384 

4,062,251 

Total plant, property, etc. 

Reserve for depreciation: 

Buildings. 

4,310,920 

4,417,865 

5,384 

to B/S 
4,412,481 

373,148 

1,223,182 

6,826 

26,936 

2,466 

379,388 

1,247,281 

5,990 

24,175 

443 

269 

379,388 

1,247,012 

5,990 

24,175 

443 

Machinery and equipment. 

Small tools. 

Furniture and fixtures. 

Automobiles and motor trucks.... 

$1,632,558 

1,657,277 

269 

1,657,008 




To B/S 


Note: Boldface italics indicate red figures. 














1 F 2 

ASHTON METAL PRODUCTS CO. 
Depreciable Fixed Assets and Related Reserves 
Year Ending December 31, 1946 
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12/31/4« 

Final 

956,796 

588,416 

926,923 

848,807 

650,127 

3,014,273 

13,710 

63,490 

3,540 

10,442 


i 

a 

CO 

278,529 

368,557 

396,907 

203,019 

1,247,012 

5,990 

24,175 

443 

1 

I- 

Adjustments 

o 

1 

1 

1 



Dr. 



269 

S 

S 

e<i 

Balance 

12/31/46 

956,796 

588,416 

926,923 

854,191 

650,127 

3,019,657 

13,710 

63,490 

3,540 

10,442 

S 

t>r 

§ 

379,388 

278,529 

368,557 

397,176 

203,019 

1,247,281 

5,990 

24,175 

443 

1,657,277 

Reclassifica- 

tions 

24,576 

121,551 

94,153 

117,341 

103,887 

^ S 

cc «» 

-kf aii 

1 



Intercompany transfers 

J 

« o 

8 SL S: 

5 

I ^ 

8 * 

1 


ao ua 

(A ae 

wa 

•A ua 

•«* 

1 1 

5 

sf 

a 

60,854 

60,854 



Deductions 

S 

V» « o o 
«e v» oe 

'r n 

ae o Ok oo 
^ « o <• 

•A O O O 
<s) «e 

n -t *1 

5 

1 

fM 

SI ^ IS ss 
n n *1 

ao « ae 

a>a tA <N, asi 

»«i» 

12 


• 


2,270 

15,860 

3,540 

402,856 

424,526 

19,040 

39,500 

72,873 

86,523 

79,046 

277,942 

1,424 

6,202 

940 

305,548 

Balance 

12/31/45 

1 947,220 

540,150 

894,900 

876,270 

614,620 

2,925,940 

14,760 

60,550 

3,980 

8,240 

3,960,690 

373,148 

280,877 

347,650 

426,939 

167,716 

1,223,182 

6,826 

26,936 

2,466 

$1,632,558 


Depreciable assets: 

Buildings . 

Machinery and equipment: 

7% group. 

8% group. 

10% group. 

12M% group. 

Total npichinery and equipment. 

Small tools. 

Furmtureand fixtures. 

Automobiles and motor trucks. 

Construction . 

Totals . 

Reserve for depreciation: 

Buildings . 2% 

Machinery and equipment: 

7%group. 

8%group. 

10%group. 

i2H%gmv . 

Total—-machinery and equipment . 

Small tools.10% 

Furnitureand fixtures.10% 

Automobiles and motor trucks .25% 

Totals. 


Boldface italics iodioate red figures. 
























gS8 


AUDIT WORKING PAPERS 


ssil 

00 fe_r 

ill 

«|i 

88 « 


0.i 

111 




lO W3ecoo»^ 






llllt 

IIP! 

8 £P o 

h5fic2m5 


"I 


ooio-^tnootocco® 
"<f os »o »>- '^co 

«d 00 CO 05 CO C< rjl'to ^"• 
CqCOCO’-CO T-IOO^ 


ooooooooo 

CSitOMtOO —OCOOO 
t^OOx^’TMOO'^lttO® 


ooooo 

CD CO OO 'll* lO 
05-^05 



Complete lists of accounts receivable furnished by company were footed and compared in detail with customers’ ledgers. Comments of Mr. Large verified as to billing dates, etc. 

Note to the Reader: In practice a complete list of accounts receivable would be included in the working papers and would be examined. For illustration a partial list is included here. 
Note: Boldface italics indicate red figures. 
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Schedules of Book Accounts—Brooke Sales Co. 

As the Brooke Sales Co. is the selling company of the consolidated enter¬ 
prise used as an example, it is necessary, in order to give examples of cus¬ 
tomary schedules for accounts receivable and reserve for bad debts, to give 
supporting schedules for these accounts for the selling company. Support¬ 
ing schedules for the other subsidiary companies are not given as they 
would be the same in form and principle as those used for the Ashton Metal 
Products Co. 


C2 

BROOKE SALES CO. 
Accounts Receivable 


December 31, 1946 



Dec. 31, 
1945 

, Dec. 31, 
1946 

Paid 

in 

January 

1947 

November and December accounts. 

$414,840 

483,680 

272,560 

October. 

130,320 

112,430 

95,620 

September. 

110,860 

80,210 

59,400 

August. 

39,440 

15,300 

14,210 

Older than August. 

58,760 

30,140 

10,630 

Credit balances. 

2,900 

4,500 

3,900 


$751,320 

717,260 



Statement showing aging of accounts examined and compared with customers* 
ledgers. Usual credit terms 2%-20; net 60 days. 

Credit conditions discussed with Mr. Large, credit manager. 

Bulk of overdue balances considered collectible. Proportion has been appreciably 
reduced in year. Reserve appears adequate—see Schedule C 3. 

Note: Boldface italics indicate red figures. 
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BROOKE SALES CO. 
Reserve for Bad Debts 
December 31, 1946 


Balance, December 31,1945. 

Reserve provided for additional doubtful accounts 

Bad accounts written off—details below. 

Balance, December 31,1946. 


Reserve at December 31, 1946, covers following accounts: 
Suspended accounts: 

Ashton Metal Fabricators. 

Bosstown Brass Works. 

Jonah Radiator Co. 

Krunchly's Auto Parts, Inc. 

Great Lakes Supplies, Ltd. 

A—M Ledger: 

Aristotle Auto Concern. 

Grand View Corp., Ltd. 

Sundry accounts... 

N—Z Ledger: 

Playtime Products Co. 

Sundry accounts. 

As above. 


$ 2,860 
27,720 
330,580 


$18,340 

12,240 


30,580 


$ 1,800 
5,000 
980 
240 
4,450 

300 

2,500 

7,530 

500 

4,420 

$27,720 


Accounts written off 

Bayline Brass Co. $ 1,250 

John Deer Co. 525 

Alex Alexander, Inc. 1,085 

As above. $ 2,860 


Approval of Mr. Brooke, president, for additional provision for doubtful accounts 
and of write-off noted on journal entries. 

Reserve appears to be adequate. 


C4 

BROOKE SALES CO. 
Reserve for Cash Discounts 
December 31, 1946 

Reserve for cash discounts based on experience tables which 
show an average of 0.8% on sales: 

Reserve calculated on billings—Dec. 10-31, 1946 

BUUngs... $515,000 

Reserve at 0.8% 


$4,120 
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C5 

BROOKE SALES CO. 
Notes and Acceptances Receivable 
December 31, 1946 



Dated 

Due 

Interest 
rate, % 

Amount 

Comments 

Appagheny Corp. 

Oct. 15,1946 

Feb. 15,1947 

6 

$ 4,000 

.Seen 

Burston Machines, Inc. 

Nov. 10, 1946 

Feb. 10, 1947 

6 

2,500 

Seen 

Grandly Sales Co. 

Overhead Machinery, 

Oct. 20,1946 

Jan. 20,1947 

6 

1,500 

Paid in Jan. 

Inc. 

July 1, 1946 

Mar. 30,1947 

6 

10,600 

Seen 

Rollem Steel Co. 

Sept. 15,1946 

Jan. 15,1947 

6 

3,200 

Paid in Jan. 

Service Parts Corp.... 

Dec. 5, 1946 

Mar. 5,1947 

6 

2,900 

$24,700 

Seen 


Notes marked “seen^^ were examined in office of Mr. Small, treasurer, on Jan. 30. 
List was compared with notes receivable record. Dates, interest rates, and amounts 
were checked. 

Note of Appagheny Corp. endorsed for S500 paid in January, signed by A. R. Small, 
treasurer. 

All the above notes were considered good by Mr. Small. 
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BROOKE SALES CO. 
Accounts Receivable Confirmations 
December 31, 1946 


Irregular replies: 

Aristotle Auto Concern. 

Artist Air Brush Co. 

Amro Castings Corp. 

Black Electric Co. 

Brunsvelt Screw Co. 

Goring & Bull, Inc. 

Nobility Presser Co. 

Oldtown Industries, Inc. 

Pharos Lighting Co. 

Jos4 Quesada, S. A. 

Snow & Frost Corp. 

United General Corp. 

O.K. per customers original reply... 

Total replies. 

No reply. 

Total requests mailed. 

No requests mailed. 

Total Accounts Receivable. 


Nufer O.K.by 

“ after cor- reconcil- Total 

respondence 


$26,480 26,480 

975 975 

750 750 

820 820 

38,750 38,750 


920 920 

25,720 25,720 

875 875 

720 720 

910 910 

520 520 

28,610_28,610 


12 $97,940 28,110 126,050 

252 318,467 

264 444,517 

111 97,122 

375 541,639 

310 175,621 

685 $717,260 


Per cent 

An 

lount, % 

Number, % 

Replies—0. K. 

—irregular. 


44.40 

17.57 

36.79 

1.75 

—total. 

No reply. 


61.97 

13.55 

38.54 

16.20 

Total requests mailed. 

No requests mailed. 


75.52 

24.48 

54.74 

45.26 


Total number of accounts. 100.00 100.00 
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KEAN, SWIFT & CO. 

Certified Public Accountants 
17 BROADWAY, NEW YORK 4, N. Y. 


Aristotle Auto Concern, 
Athens, Indiana 


Dear Sirs: 

The statement of your account with 

_ Brooke Sales Company _ 

as of December 31, 1946 shows a balance due them of $26,480. 

Will you please inform us of the correctness of this balance, or of any exceptions 
which you may take thereto. Please sign in the space below and return this form 
directly to us in the enclosed envelope. 

This request is in connection with our audit of the company and is for 
confirmation only. It is not a request for remittance. 


Yours very truly, 

KEAN, SWIFT & CO. 


The above is in agreement with our records at the above date, except as 
noted on reverse side. 


by 


Company 


Position 


Example of account receivable confirmation form, prepared for mailing to customer. 
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KEAN, SWIFT & CO. 

Certified Public Accountants 
17 BROADWAY, NEW YORK 4, N.Y. 


Aristotle Auto Concern 
Athens, Indiana 


Dear Sirs: 

We thank you for your reply to our request for confirmation of your account 
with Brooke Sales Company 

whose records showed a balance of $26,480 due them as of December 31, 1946. 

As requested in your letter of January 17, 1947, we enclose an itemized 
statement of the above balance. 

If, with this information, you find that the amount as stated above is correct, 
will you please sign in the space below and return this letter to us in the enclosed envelope. 

Yours very truly, 

KEAN, SWIFT & CO. 


The above is in agreement with our records at the above date. 


by 


Company 


Position 


Example of follow-up of an irregular reply to a request for confirmation of an account 
receivable. 


Other Examples of the Use for the Classification of Accounts 

Classifications of accounts are shown for the following supposititious 
organizations: 

Fulton Railway Co. 

Cool-Aire Service Corp. 

Sellburk Mercantile Co. 

The Estate of Hugh Wynne 

Financial statements are also included for all but the first company, 
which forms part of the consolidated group of the Ashton Metal Products 
Co. Individual working papers are not shown because they would follow 
the general form of those given for the Ashton Metal Products Co. 

The classification for the Fulton Railway Co. illustrates the use of the 
classification of accounts where books are kept according to a prescribed 
chart of accounts (in this case, that prescribed by the Interstate Commerce 
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Commisdon). The accounts have been reclassified for incluaon in the 
consolidated accounts, which are presented in an entirely different manner. 
Similar atuations apply in the case of public utihties, air carriers, and other 
corporations which are required to keep their accounts according to pre¬ 
scribed systems, but which have their accounts consolidated with those of 
the companies by which they are owned. 

The Cool-Aire Service Corp. classification shows how this method may be 
applied to a company where a large number of accounts are required for 
operating purposes but where comparatively few accounts are presented in 
financial statements. 

Classifications of accounts for a partnership, Sellburk Mercantile Co., 
and for the Estate of Hugh Wjmne illustrate the applicability of the classi¬ 
fication of accounts to other than corporate enterprises. 
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FULTON RAILWAY CO. 
BALANCE SHEET 
December 31, 1946 




Note: Boldface italics indicate red figures. 


, 

L 

L 

1 

Road. 

Equipment: 

Locomotives. 

Freight-train Cars. 

Passenger-train Cars. 

Work Equipment. 

Miscellaneous Equipment. 

General Expenditures. 

Accrued Depreciation—Road. 

Accrued Depreciation—Equipment... 

Cash. 

Traffic and Car-service Balances Re¬ 
ceivable. 

Net Balances Receivable from Agents 

and Conductors. 

Miscellaneous Accounts Receivable. . 

Materials and Supplies. 

Rents and Insurance Premiums Paid 

in Advance. 

Other Unadjusted Debits. 

Capital Stock. 

Traffic and Car-service Balances. 

Audited Accounts Payable and Wages 

Payable... 

Taxes Accrued. 

Liability for Provident Funds. 

Other Deferred Liabilities. 

Other Unadjusted Credits. 

Profit and Loss—Balance. 



1,629,760 

457,140 

302,480 

65,910 

10.130 
3,860 

102,300 

114,479 

492,919 

7,855 

43,390 

5,930 

930 

47,980 

490 

1.130 

2,999,999 

93,189 

8,757 

11,998 

1,389 

5,099 

180 

71,350 

December 
31, 1945 



1,620,610 

457,140 

312,180 

66,100 

10,130 

3,850 

102,300 

138,830 

413,290 

8,235 

36,170 

3,280 

790 

48,280 

450 

2,000,000 

15,720 

9J07 

13,939 

1,470 

4,320 

340 

72,402 

December 
31, 1946 

” 1 



8,235 

8,235 

Cash 


40,240 1 

40,240 

36,170 

3,280 

790 

l^i 

Accounts 

receivable 


I 43,300 

43,300 

43,300 

C 

c 

1 

a 

i 


1 5,430 

5,430 

4,980 

450 

expenses 

Prepaid 


03 

i 

1,319,060 

1,216,760 

102.300 

Land 


1 1,253,250 

1,253,250 

403,850 

457,140 

312,180 

66,100 

10,130 

3,850 

and 

equipment 

II 

1 1 




s S 

N. > 

8 8 

Reserve 

for 

deprecia¬ 

tion 


s 

“8 

^ ^ ^ Vi 

Vt v» OO 

1*^ tVf <^9^ 

« ^ « 

Accounts 
payable— 
trade 


s 


% 

salaries 

payable 

Wages 

and 


s 

13 

m 

8 

liabilities 

Accrued 



4,419 

194 

O 

tax 

accrued 

Federal 

income 


i 


tsft 

1 

Capital 

stock 


S 

8 

i 

31.1945 

Surplus 


1 14.000 

14,000 

14,000 

Dividends 

paid 

year 1946 


4^ 

5 

si 


year 1946 



S' 





gse 


FULTON RAILWAY CO. 
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Income Account 
Year 1946 
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Perl 

Dec. 31, 
1945 

)OOk8 

Dec. 31. 
1946 

Cash 

Accounts 

recavable 

Service 

parts 

and 

supplies 

Insurance 

unex¬ 

pired 

Cooling 

and 

condition¬ 

ing 

equipment 

Fixtures, 

automo¬ 

biles 

and 

trucks 

Rental Eqiupment: 
Coolers—Type K-1 — 
Coolers—G-2 — 

Conditioners—Type 

A.C.-2. 

Conditioners—Type 

S-34. 

Equipment on Hand: 
Coolers—Type G-2 — 
Conditioners—Type 

A.C.-2. 

Conditioners—Type 

S-34. 

Office and Shop Equip¬ 
ment. 

Automobiles and Trucks.. 
Service Parts and Sup¬ 
plies. 

Accounts Receivable 

rentals. 

care uid maintenance.. 

sales. 

Other Accounts Receiv¬ 
able. 

Cash—First National 

Bank. 

—First Trust Co— 
—State BanJk—Pay¬ 
roll Account.... 

Petty Cash. 

Insurance Unexpired. 

Capital stock. 

Rekfve for Depreciation: 
Rental Equipment: 
Coolers—Type K-1.. 
Coolers—Type G-2.. 
Conditioners—Type 

A.C.-2. 

Conditioners—Type 

S-34. 

Equipment on Hand: 
Coolers—Type G-2.. 
Conditioners—Type 

A.C.-2. 

Conditioners—Type 

S-34. 

Office and Shop Equip¬ 
ment. 

Automobiles and motor 

trucks. 

Accounts Payable. 

Taxes Accru^. 

Rentals Received m Ad¬ 
vance. 

Dividends Payable. 

Dividends. 

Surplus. 

Balance. 

12,202 

14,680 

56,808 

13.506 

3,204 

6,104 

3.6S4 

2,561 

4,923 

6.832 

321 

684 

325 

28,419 

5,000 

500 

500 

482 

l0f.N0 

7,28$ 

i,n$ 

35,122 

1,837 

$5$ 

1, $8$ 

2,0€$ 

2, $$$ 
$,84$ 
2,4$$ 

1,$$4 

6.418 

13.982 

14.101 

64,924 

73.102 

2,680 

4,960 

12,967 

4,202 

3,778 

6,745 

18,487 

1,007 

1,891 

414 

36,947 

5,000 

500 

500 

1,497 

1$$,$$$ 

8,$4$ 

$,982 

48,9$4 

l$,12$ 

898 

832 

9$$ 

2,532 

2J82 

24.982 
25,$$$ 

$,342 

!$,$$$ 

10,000 

6.418 

34,91$ 

36,947 

5,000 

500 

500 

18.487 

1,007 

1,891 

414 

6.745 

1,497 

13,982 

14.101 

64.924 

73.102 

2,680 

4.960 

12,967 

4,202 

3,778 




42,947 

21,799 

6,745 

1,497 

186,716 

7,980 

1 


.. 1 





Nora: Boldface italics indicate red figures. 
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COOL-AIRE SERVICE COUP. 

Balance Sheet 

December 31, 1946 


Reserve 

for^ 

deprecia" 

tion 

Taxes accrued 

Accounts 

payable 

Rentals 

received 

in 

advance 

Dividends 

payable 

Capital 

stock 

Surplus 

Federal 

income 

Miscella- 

eoua 

Balance, 
Dec. 31, 
1945 

Income 

1946 

Dividends 

§,98Z 

48Jt4 

19,129 

898 

822 

999 

2,522 

2J82 

21,499 

4,299 

24,982 

9J42 

i9,9H 

199,999 

6.418 

24,919 

10,000 

82,259 

21,499 

4JH 

24,982 

mm 


pggg| 

IBKSS9 

pEsq 

BESI 




■■■■■ 


hmmmd 



hmamd 
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COOL-AIRE SERVICE CORP. 

Balance Sheet 
December 31, 1946 

Assets 

Current: 

Cash. 

Accounts receivable. 

Service parts and supplies 
Insurance unexpired. 


142,947 

21,799 

6,745 

1,497 $72,988 


Fixed: 

Cooling and conditioning equipment. 

Fixtures, automobiles and trucks. 

Less reserve for depreciation. 

Liabilities 

Current: 

Federal income tax accrued. 

Miscellaneous taxes accrued. 

Accounts payable. 

Rental charges received in advance. 

Dividends payable. 


$186,716 

7,980 

$194,696 

82,256 112,440 

$185,428 


$21,400 

4,206 

24,982 

6,342 

10,000 $66,930 


Capital stock and surplus: 

Capital stock: 

Authorized, issued and outstanding—10,000 shares of a 
par value of $10 each. $100,000 


Surplus: 

Deficit, December 31, 1945. $6,418 

Income of the year 1946. 34,916 


$28,498 

10,000 18,498 118,498 

$185,428 


Dividend No. 2, $1.00 per share 
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COOL-AIRE SERVICE CORP. 

Income Account 
Year ended December 31, 1946 


Gross Profit: 

Service rentals and charges. $155,389 

Cost of service. 32,566 

$122,823 

Sales of used equipment. $14,896 

Cost of used equipment sold. 8,605 6,291 

$129,114 

Expense: 

Selling. $10,838 

General and administrative. 26,062 

Taxes, other than Federal income taxes. 4,023 

Interest paid. 428 41,351 

Income, before depreciation and provision for Federal income taxes. $87,763 

Depreciation. 31,447 

$56,316 

Provision for Federal income taxes. 21,400 

Net income of the year. $34,916 
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SELLBURK MERCANTILE CO. 
BALANCE SHEET 
December 31, 1946 
Prelimimry 



SELLBURK MERCANTILE CO. 
Income Account— Prelindrum 


m 
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i: Boldface italics indicate red figures. 
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SELLBURK MERCANTILE CO. 

Proof of Journal Entries 


December 31, 1946 



Trial balance 
before closing 

Adjusting 

entries 

Closing 

entries 

Trial balance 
after closing 

Cash on Hand. 

3,834 



3,834 

82,360 

1,830 

26,435 

8,340 

8.240 
2,140 

925 

126,683 

6.240 
7,280 
4,245 
3,615 
4,780 

762 

460 

895 

3,000 

15,940 

Cash in Banks. 

82,360 

1,830 

26,435 

8,340 

8J4§ 

2,140 

925 



Notes Recravable. 



Petit Ledger.i 



Doubtful Accounts Receivable. 



Reserve for Doubtful Accounts Receivable. 



Accounts Recdvable—Land Sales. 






Merchandise Inventory. 

108,325 

9,230 

7,280 

4,2$S 

3,615 

0 18,358 

0 2,990 


Merchandise in Transit. 


Merchandise Consigned In. 


Consigned Merchandise—Dept. A. 



—DeptB. 



Reserve for Markdown. 

2,480 

1,262 

530 

0 2,100 

0 500 


Supplies on Hand. 


Insurance Unexpired. 

$ 70 


Prepud Expenses. 

1,641 

3,000 

15.940 
40,094 

4,275 

8,200 

14.940 

1,420 

6,240 

17,242 

2,814 

4,280 

240 

® 744 







Store Fixtures and Equipment. 

0 400 



0 754 

0 875 

0 400 

© 754 


38,940 

3.400 

8.400 

Rescue for depreciation: 


Store Fixtures and Equipment. 



0 2,949 

© 300 

0 614 


16,835 

Real Estate held for sale. 

0 487 


1,472 

6.240 
14,900 

2.240 
8,178 

240 

Vouchers Payable. 

0 352 


Wages and Claries Accrued. 

(S) 576 


Taxes Accrued. 

® 1,898 


Oil Container Deposits. 


Jon Sellers—Drawings. 

2,500 

2,500 

114,494 

109,240 


® 2,500 

@ 2,566 

@ 2,500 

® 20,221 
® 2,500 
® 26,231 j 

Mark Burkett—Drawings. 



Jon Sellers—Capital. 



Mark Burkett—Capital. 


122,427 



127,091 


828,902 

486,673 


® 628,902 

® 484,221 


Purchases. 

0 352 

0 15,248 

0 2,100 


Change in Inventory. 


Departmental Expense. 

85,165 

23,168 

® 13.268 

® 85445 


General Salaries Expense. 

0 70 


Depreciation. 

@ 746 

® 1,898 
® 574 

© 500 
© 5,016 
® 13 

® 25,866 
® 5,014 

® 44 


Interest Paid. 

51 


Interest Received. 

335 

® 385 

® 3,422 

® 2,421 

® 28 


Discounts Earned. 

3,422 

2,431 

28 



Discount Expense. 



Sales Cash over short. 



Miscellaneous Tncomp and Expense. 

336 

0 261 

0 100 

® 12 


Profit and Loss. 

® 484 

® 40,442 

® 40,462 












Note: Boldface italics indicate red figures. 
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SELLBURK MERCANTILE CO. 
BALANCE SHEET 
December 31, 1946 


Final 





SELLBURK MERCANTILE CO. 

Income Account— Final 
Year Ended December 31, 1946 
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SELLBURK MERCANTILE CO. 
Balance Sheet 
December 31, 1946 


Current: 


Assets 


Cash in banks and on hand. $86,194 

Notes receivable. 1,830 

Accounts receivable—customers. $34,322 

Less reserve for uncollectible accounts. 8,340 25,982 

Accounts receivable—land sales. 2,140 

Other accounts receivable. 1,378 

Inventory of merchandise. 128,143 

Office and sales supplies. 762 

Insurance unexpired and other prepaid expenses. 1,355 

Real estate held for resale. 


$247,784 

6,240 





Net 



Reserve for 

invest- 

Fixed: 

Cost 

depreciation 

ment 

Land. 

... $3,000 


$3,000 

Buildings. 

.... 15,940 

$8,600 

7,340 

Store fixtures and equipment. 

.... 38,940 

19,835 

19,105 

Automobiles and trucks. 

.... 3,400 

1,673 

1,727 


31,172 

$285,196 


Liabilities and Capital 


Current: 


Accounts payable—trade. $16,900 

Accrued wages.. 2,240 

Accrued taxes. 6,178 

Miscellaneous accrued liabilities. 360 $25,678 


Jon Sellers Mark Burkett 


Capital: 

capital 

capital 

Total 

Balance December 31, 1945. 

$114,696 

$109,360 

$224,056 

Income for the year ended December 31, 
1946, per income account. 

20,231 

20,231 

40,462 

Less drawings. 

2,500 

2,500 

5,000 

Net addition to capital accounts. 

$17,731 

$17,731 

$35,462 

Balance December 31, 1946. 

$132,427 

$127,091 

$259,518 259,518 


$285,196 
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SELLBURK MERCANTILE CO. 

Income Account 
Year ended Decemjber 31, 1946 

Sales of merchandise—^net. $626,471 

Cost of merchandise sold. 469,631 

Gross profit on merchandise sold. $156,840 

Departmental direct expense. 90,209 

Departmental profit. $66,631 

General and office expenses. 27,581 

$39,050 

Add miscellaneous income: 

Collection of accounts previously written off. $1,091 

Interest received—net. 321 1,412 

Net income. $40,462 












ESTATE OF HUGH WYNNE 
Composition of Balance Sheet 
December 31, 1946 
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:: Boldface italics indicate red figures. 
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ESTATE OF HUGH WYNNE 
Comparative Balance Sheet 
November 7, 1945, and December 31, 1946 

November December 
7, 1945 31, 1946 

Assets 

Real estate. $ 561,933 

Miscellaneous personal property. 62,194 

Stocks and bonds. 2,791,632 $13,749 

Accounts receivable. 22,168 

Cash. 58,691 22,735 

$3,496,618 $36,484 

Liabilities 

Debts of decedent. $ 14,603 

Estate of Hugh Wynne. 3,482,015 $36,484 

~$^496,618 $36,484 


ESTATE OF HUGH WYNNE—DECEASED NOVEMBER 7, 1945 
Distribution of Estate Per Books of Account 
To December 31, 1946 

Estate of Hugh Wynne—November 7, 1945. $3,482,015 

Income received. 140,761 

$3,622,776 

Less: 

Funeral expenses.$ 8,934 

Administrative expenses. 27,111 

Business expenses. 3,580 

Loss on sale of securities. 40,050 

Taxes. 1,664,646 

_ 1,744,321 

Net Estate. $1,878,455 

Distributions: 

Helen Wynne—Real estate. $561,933 

—Specific (personal property). 62,194 

—Residuary legatee. 381,368 

Carl Wynne—Residuary legatee. 76,298 

Jane Wynne—Residuary legatee. 76,298 

Alice Blaze—Residuary legatee. 76,298 

General legatees. 187,158 

Joint residuary legatees. 420,424 

_ 1,841,971 

Undistributed. $ 36,484 

Cash... $ 22,735 

Stocks and bonds. 13,749 

As above. $ 36,484 






























CHAPTER XII 


CONSOLIDATED REPORTS AND WORKING PAPERS 
Reports to be Produced 

The consolidated working papers for the hypothetical enterprise taken 
as an example are designed to produce: 

Comprehensive report to management 

Published accounts for stockholders 

Form lOK as required by the Securities and Exchange Commission 
In order to understand the purpose and function of the consolidated 
working papers it is necessary to be familiar Avith the reports to be pro¬ 
duced. With that purpose in view, rather than as models of reports to 
management or to the Securities and Exchange Commission, these reports 
are shown for the Ashton Metal Products Co. and subsidiaries. 

Arrangement of Chapter 

The comprehensive report to management appears on pages 255 to 296. 
The published accounts are not presented here in separate form because 
the statements and the accountants’ certificate, as published, are given 
as part of the report to management, on pages 265 to 268. 

The annual report to the Securities and Exchange Commission is pre¬ 
sented on pages 297 to 317. 

Following the two reports is a chart of the subsidiaries of the Ashton 
Metal Products Co. and a chart showing the relationship of financial books 
and records of the consolidated enterprise to working papers and to the 
various statements and reports prepared therefrom. 

The schedules (consolidated summaries) that support the report to 
management, the published accounts, and the report to the Securities and 
Exchange Commission are as follows: 

Ashton Metal Products Co.—consolidated classification of accounts sup¬ 
porting: 

Consolidated balance sheet for shareholders 
(as included in comprehensive report to management) 

Consolidated income account for shareholders 
(as included in comprehensive report to management) 
Classifications of accounts of companies affiliated with Ashton Metal 
Products Co. (as included in consolidated classification of accounts): 

Brooke Sales Co. 
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Coles Manufacturing Co. 

Dalton Metal Products Co. 

Ednor Metal Machinery Co. * 

Ashton Metal Products Company—consolidated summaries: 

Balance sheet eliminations 

Income account eliminations 

SB 1: Marketable Securities 

SC 1: Accounts Receivable 

SC 2: Accounts Receivable—^Affiliates 

SC 3: Reserve for Doubtful Accounts 

SD 1: Inventories 

SD 2: Intercompany Profit in Inventory 

SE 1: Supplies on Hand 

SG 1: Prepaid Expenses 

SI 1: Security Count 

SI 2-SI 8: Details of Security Count 

SK 1: Plant and Equipment 

SL 1: Reserve for Depreciation 

SO 1: Accounts Payable—^Trade 

SO 2: Accounts Payable—^Affiliates 

SQ 1: Accrued Liabilities 

SU 1: Minority Interest 

SW 1: Equity in Net Assets of Subsidiaries 

SW 2; Average Investment 

SAAl: Sales 

SBB 1: Cost of Sales 

see 1: Interest and Dividends Received 

SDD 1: Miscellaneous Income 

SZZ 1: Sources and Disposition of Funds Statement 

SZZ 2: Operating Expenses, Cost of Sales and Net Income 

Report to Management 

The report to management serves three purposes: 

1. It gives the management an impartial and detailed review of opera¬ 
tions and of the company’s position. 

2. It provides, for reference purposes, statements showing the com¬ 
position of the various items in the balance sheet and income account, both 
by the nature of the item and by companies. 

3. It reconciles the published accounts with the statements included in 
Form lOK and supports in detail those items in Form lOK which are not 
required to be supported in reporting to the Securities and Exchange Com¬ 
mission. 

In many cases the report to management would not be as elaborate or 
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detailed as is shown here. The greater part of the text of the report is 
devoted to summarizing and rearranging the results as shown by the ac¬ 
counts to bring special points to the attention of the management or to 
emphasize certain phases of the operations. 

As a rule a statement of the changes in financial condition and sources 
and disposition of funds statement is of value. A statement of return on 
investment and a statement of changes in plant and equipment are fre¬ 
quently presented. 

It is generally desirable to summarize the work that was done in the 
audit, but this summary may be given in much less detail than is indicated 
in the report or may in rare cases be expanded. 

Other statements and statistics may often be useful. However, since 
the report presented is merely one to which schedules may be related and 
is not intended as a model or criterion, no attempt will be made to discuss 
these statements here. 

It is also possible that some of the schedules included in the report could 
be omitted, in cases where they are of little interest or where the trans¬ 
actions covered are of an insignificant amount. 

With the exception of page 38, descriptive consolidated surplus account, 
the figures for the year 1946 appearing in the report are derived from sched¬ 
ules in the working papers. This surplus account, which goes back to the 
organization of the company, is assumed to be prepared from previous pub¬ 
lished accounts and the figures used in it cannot be checked in any working 
papers shown here. It is presented as an example of a statement which has 
been, in practice, useful for management and one which, once started, 
is not difficult to maintain from year to year. 

Such a statement is equally if not more useful to stockholders and other 
readers of published accounts. It is not required by the Securities and 
Exchange Commission and is not generally given in accounts published to 
stockholders. Some companies, however, are presenting such statements 
to stockholders. An example is the annual report of the Caterpillar Trac¬ 
tor Co. of Peoria, Ill., which for several years past has included in its annual 
report to stockholders a cumulative statement of surplus running from the 
inception of the company. While somewhat condensed in form, it is suf¬ 
ficiently detailed to give a satisfactory bird’s-eye view of the life of the 
company. 

The manner in which the reports are prepared from the consolidated 
working papers is shown in general by the chart, page 319, and the details 
are explained in the notes to the consolidated working papers. 

In actual practice it is not usual to include, in the report to manage¬ 
ment, more than one schedule on a single page. The numbers in paren¬ 
theses in the report indicate the report page numbers. More than one 
schedule may appear on a single page of text. Conversely, certain sched¬ 
ules, for which in the actual report a three-quarter or double sheet would 
be used, will be covered by only one report page number. 
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ASHTON METAL PRODUCTS COMPANY 
and Subsidiary Companies 

Report on Audit 
Year Ended December 31, 1946 

Index 


Report 

Page 

(1-7) Text 
(1) Operations 

(3) Selling and general expenses 

(4) Changes in financial condition 

(5) Return on investment 

(5) Plant and equipment 

(6) Accounting basis 

(8-10) Accounts as published to stockholders 

(8) Consolidated balance sheet 

(9) Consolidated income account and consolidated surplus account 

(10) Notes to consolidated balance sheet 

(11) Accountant’s certificate 

(12) Comparative consolidated balance sheet 

(13) Comparative consolidated income and surplus accounts 
(14-38) Schedules supporting balance sheets 

(14) Cash on hand and in banks 

(15) Marketable securities 

(16) Notes and accounts receivable—trade, less reserves for doubtful accounts 

(17) Inventories of metals and manufactured products 

(18) Details of inventories of metals and manufactured products 

(19) Supplies on hand 

(20) Accounts receivable from officers and directors 

(21) Due from subsidiaries 

(22) Prepaid expenses 

(23) Investments 

(24) Land for plant sites, etc. 

(25) Buildings, machinery, and equipment 

(26) Reserve for depreciation 

(27) Patents 

(28) Notes payable—bank 

(29) Accounts payable—trade 

(30) Wages and salaries payable 

(31-32) Accrued liabilities 

(33) Federal income taxes accrued 

(34) Due to subsidiaries 

(35) 5 per cent debentures 

(36) Capital stock and surplus of subsidiary company owned by minority interest 

(37) Capital stock 

(38) Descriptive consolidated surplus account 
(39-44) Schedules supporting income accounts 

(39) Sales, cost of sales, and operating income 



CONSOLIDATED REPORTS AND WORKING PAPERS tB7 


Report 

Page 

(40) Materials used—Steel, brass, and machine parts 

(41) Other manufacturing costs 

(42) Interest and dividends received 

(43) Miscellaneous other income 

(44) Selling and general expenses 

(45) Composition of consolidated balance sheet 

(46) Composition of consolidated income account 

(47) Composition of consolidated surplus account 

(48) Average investment in net assets for year 1946 

(49) Organization 
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( 1 ) 

KEAN, SWIFT & COMPANY 
Certified Public Accountants 
New York 4, N. Y. 

To THE Boabd of Directors, 

Ashton Metal Products Company, 

Ashton, N. Y. 

Dear Sirs: 

We have made an audit of Ashton Metal Products Company and its 
subsidiaries for the year ended December 31, 1946, and present herewith 
consolidated balance sheet and income and surplus accounts followed by 
supporting schedules. 

Operations 

The operations for the year 1946 of Ashton Metal Products Company 
and its subsidiaries—Brooke Sales Company, Coles Manufacturing Com¬ 
pany, Dalton Metal Products Company, Ednor Metal Machinery Com¬ 
pany, and Fulton Railway Company—resulted in a net profit of $408,700, 
as compared with a net profit of $107,533 for the year 1945. 

Every company in the group contributed to the general improvement 
in the net earnings, as shown in the following table: 




Net profit 



Year 

Year 



1945 

1946 

Increase 

Ashton Metal Products Co .. ... 

$112,575 

464,428 

351,853 

Brooke Sales Co. 

24,930 

37,651 

12,721 

Dalton Metal Products Co. 

29,592 

103,826 

74,234 

Ednor Metal Machinery Co. 

25,419 

16,394 

41,813 

Fulton Railway Co. 

13,428 

14,948 

1,520 

Coles Manufacturing Co. 

30,044 

84,747 

54,703 


185,150 

721,994 

536,844 

Deduct intercompany eliminations and consolidating 



adjustments. 

77,617 

313,294 

235,677 

Ashton Metal Products Co. and subsidiaries. 

$107,533 

408,700 

301,167 


Note: Boldface italics indicate red figures. 
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( 2 ) 

After applying intercompany eliminations and consolidated adjust¬ 
ments, the net earnings of the various companies were as follows; 

Net profit 



Year 

Year 



1945 

1946 

Increase 

Ashton Metal Products Co. 

.$ 43,333 

182,697 

139,364 

Brooke Sales Co. 

. 24,930 

37,651 

12,721 

Dalton Metal Products Co. 

. 24,221 

80,738 

56,517 

Ednor Metal Machinery Co. 

2SA19 

16,394 

41,813 

Fulton Railway Co. 

. 13,428 

14,948 

1,520 

Coles Manufacturing Co. 

. 27,040 

76,272 

49,232 

Ashton Metal Products Co. and subsidiaries. 

.$107,533 

408,700 

301,167 


Note: Boldface italics indicate red figures. 


A comparative summary of operations for the years 1945 and 1946 is 
as follows: 

Year 1945 Year 1946 


Sales and earnings. S8,934,630 10,182,785 

Cost of sales (including factory cost, selling and general 
expenses, depreciation, and loss on disposal of depreciable 

assets. 8,653,692 9,433,177 

Income from operations. 280,938 _ 749,608 


Deduct: 

Financial expense (amortization of debenture discount and 

expense; interest). 129,600 111,500 

Less income from interest, dividends, and miscellaneous— 39,125 _ 49,158 

Net deduction. 90,475 _ 62,342 

190,463 687,266 

Federal income taxes. 79,926 _ 270,091 

Net income. 110,537 417,175 

Of which there has been apportioned to minority stockholders_ 3,004 _ 8,475 

Ashton Metal Products Co. share of net income. $ 107,533 408,700 


Net profit per share of common capital stock, after provision for pre¬ 
ferred dividends, increased from $0.08 for the year 1945 to $0.58 for the 
year 1946. 

The improvement in net profit for the year 1946 was due principally 
to an increase in ‘income from operations," as described above, from 
$280,938 in 1945 to $749,608 in 1946. The various subsidiaries contri¬ 
buted to this improvement in the proportions indicated (after substitut¬ 
ing the expenses of Brooke Sales Co. for the commissions charged to 
afiiliated companies). 
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Gross 



Year 1945 

Year 1946 

Per cent 
increase 

profit 

increase 

Ashton Metal Products Co.. Sales. 

$ 3,976,460 

4,566,360 

14.8 

^ $228,017 

Cost. 

3,773,699 

4,135,482 

9.6 

Dalton Metal Products Co.. Sales. 

2,725,960 

2,960,970 

8.6 

[ 103,669 

Cost. 

2,675,452 

2,806,793 

4.9 

Ednor Metal Machinery Co.Sales. 

1,370,820 

1,539,580 

12.3 

^ 46,612 

Cost. 

1,396,239 

1,518,387 

8.7 

Fulton Railway Co.Gross earn- 





ings. 

304,950 

326,290 

7.0 

► 1,984 

Operating 

expenses 

287,782 

307,138 

6.7 J 

Coles Manufacturing Co.. .Sales. 

3,023,890 

3,518,335 

16.4 1 

1 88,388 

Cost. 

2,988,070 

3,394,127 

13.6 J 

Total sales and earnings*. 

11,402,080 

12,911,535 

13.2 


Total cost of sales and operating 

expenses*. 

11,121,142 

12,161,927 

9.4 


Income from operations. 

$ 280,938 

749,608 


$468,670 


* Includes intercompany sales. 


Selling and General Expenses 

Selling and general expenses increased 9.1 per cent over the year 1945. 
However, sales increased 13.2 per cent and selling and general expenses 
represent a smaller percentage of net sales in the year 1946. 


Selling and general expenses 



Year 

Year 

Increase 

Per cent of sales 


1945 

1946 

Amount Percent 

1945 

1946 

Ashton Metal Products Co... 

$ 416,982 

454,397 

37,415 

9.0 

10.5 

10.0 

Dalton Metal Products Co... 

331,916 

351,960 

20,044 

6.0 

12.2 

11.9 

Ednor Metal Machinery Co.. 

218,139 

234,322 

16,183 

7.4 

15.9 

15.2 

Coles Manufacturing Co. 

177,740 

208,026 

30,286 

17.0 

5.9 

5.9 

Total. 

$1,144,777 

1,248,705 

103,928 

9.1 

10.3 

9.9 


Note: In the above table, the actual selling and general expenses of Brooke Sales Co. 
have been distributed in substitution for the commissions charged to operating units. 
In the columns under 'Ter cent of sales,” the percentages were obtained on the basis of 
sales shown in the analysis of “Income from operations,” above, from which inter¬ 
company sales have not been eliminated. 
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Net current assets decreased $116,022 and the current ratio was reduced: 


December 31, December 31, Increase or 


1945 1946 decrease 

Current assets. $3,693,484 3,628,220 65,264 

Current liabilities. 1,306,413 1,357,171 _ 50,758 

Net current assets. $2,387,071 2,271,049 _ 116,022 

Current ratio. 2.83 to 1 2.67 to 1 


Note: Boldface italics indicate red figures. 

During the year funds of $1,494,020 were made available to the company 
of which $1,436,515 represented cash profit. The sources and disposition 
of these funds are as follows: 


Ashton Metal Products Co. share of net income per income account. $ 408,700 

Net income apportioned to minority stockholders. 8,475 

Total income. 417,175 

Losses and expenses not involving cash outlay: 

Depreciation.$ 958,492 

Loss on property scrapped and dismantled. 59,748 

Discount on debentures written off. 10,000 

1,028,240 

Less profit on retirement of debentures. 8,900 1,019,340 

Cash profit. 1,436,515 

Received from sales of equipment. 57,505 

Total funds available. 1,494,020 

Expended for: 

Machinery and equipment. 974,187 

Debentures retired. 301,500 

Dividends paid to stockholders of Ashton Metal Products 

Co. 318,000 

Dividends paid to minority stockholders. 7,500 

1,601,187 

Increase in prepaid expenses. 8,855 1,610,042 

Decrease in net current assets. $ 116,022 
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Return on Investment 

The following table shows the income and investment attributable to 
the various constituent companies and the percentage of return thereon, 
based on the average investment in net assets at the beginning and end of 
the year: 





Per cent 



Average 

return 


Profit for 

investment 

on average 


the year 

in net assets 

investment 



(page 48) 

in net assets 

Ashton Metal Products Co. 

$182,697 

1,982,913 

9.2 

Brooke Sales Co.. 

37,651 

727,735 

5.2 

Dalton Metal Products Co. 

80,738 

2,220,983 

3.6 

Ednor Metal Machinery Co. 

16,394 

481,388 

3.4 

Fulton Railway Co. 

14,948 

2,071,824 

0.7 

Coles Manufacturing Co. 

76,272 

1,738,924 

4.4 

Consolidated. 

.. $408,700 

9,223,767 

4.4 


Plant and Equipment 

During the year the plant and equipment account showed a net increase 
as follows: 

Buildings and equipment 



increase or 

decrease 


Year 1945 

Year 1946 

Ashton Metal Products Co. 

. $ 39,180 

101,561 

Brooke Sales Co. 

. 9,720 

14,090 

Dalton Metal Products Co. 

. 89,160 

185,535 

Ednor Metal Machinery Co. 

. 8,230 

6,500 

Fulton Railway Co. 

. 4,500 

730 

Coles Manufacturing Co. 

. 77,690 

98,186 


$212,020 

406,602 


Note; Boldface italics indicate red figures. 


This increase represents the net amount of all entries to plant and equip¬ 
ment accounts made during the year and indicates as nearly as may be 
ascertained the change in the company's investment in buildings and 
equipment. This net change, however, is made up of dismantlements, 
sales, and other disposal of property as well as cash expenditure for addi¬ 


tions, as the follomng indicates: 

Expended for new construction. . $974,187 

Cost of plant and equipment scrapped or sold. $528,100 

Accumidated depreciation on equipment transferred, charged 

to reserve.. 39,485 567,585 

Net increase, as above. $406,602 
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Accounting Basis 

The balance sheet and income and surplus accounts for the year 1946 
have been prepared in accordance with the same principles as were applied 
to the accounts for the year 1945, and the accounts are shown under the 
same classifications. They agree substantially with those used for the 
annual report to the stock exchange and to the Securities and Exchange 
Commission and, in those cases where there are differences in classification, 
generally due to grouping items of small amount or little significance, the 
differences are indicated in the schedules supporting the balance sheets and 
income accounts submitted with this report. 

Property, plant, and equipment of the company are carried at cash cost 
or, in the case of properties acquired from Goliath Manufacturing Co., 
acquired in part through the issue of common stock without par value and 
in part by the issue of 6 per cent cumulative preferred stock of the com¬ 
pany, at an agreed value as approved by the board of directors at the date of 
acquisition. 

Property, plant, and equipment of subsidiaries (the accounts of which 
are included in the consolidated balance sheet) are carried at cost to such 
subsidiaries. 

The values of property, plant, and equipment are shown on the bases set 
forth above and do not indicate current values, which could be established 
only by current appraisals. 

Investments consist of securities held for trade purposes and are sho\\Ti 
at cost. 

Supplies on hand are valued at cost. Prepaid expenses represent pay¬ 
ments in advance for services not yet rendered to the company. 

Raw materials, goods in process, and finished products on hand are 
valued at cost at December 31, 1946, which was not in excess of market 
prices at that date. 

Scope of Audit 

We have made an audit of the books and records of Ashton Metal Prod¬ 
ucts Co. and its subsidiaries for the year ended December 31, 1946. In 
connection with our audit we examined or tested accounting records and 
other supporting evidence and made a general review of the accounting 
methods, including the system of internal check and control, but we did not 
make a detailed audit of the transactions. Some of the procedures in¬ 
cluded in the scope of our audit are outlined in the following comments. 

We satisfied ourselves that Ashton Metal Products Co. and its sub¬ 
sidiaries were included in the scope of the work of the internal auditors of 
the companies. We reviewed the reports of the internal auditors and 
assured ourselves of the sufficiency of the internal audit programs. 
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Cash in banks was confirmed by direct communication with the banks. 

Investments and marketable securities were seen and counted. 

Accounts receivable considered bad or doubtful have been written off 
or have been provided for in reserve. Accounts receivable were tested by 
selecting certain accounts for confirmation by direct communication with 
the debtors. 

Certificates affirming the correctness of quantities, descriptions, and 
ownership of inventories were received from responsible officials. We 
made tests of the clerical accuracy of these inventories. In accordance 
with what is now generally agreed to be accepted auditing procedure, our 
audit includes physical tests of inventories. Our tests are made usually at 
the time of the taking of physical inventories, which in some cases is not at 
the close of the calendar year. The primary purpose of our physical tests 
is to establish the existence of a proper system for taking and recording 
physical inventories and to satisfy ourselves that the system is operating 
effectively and as planned. In the course of this work, goods and mer¬ 
chandise representing a substantial part of the money value of the physical 
inventory are actually inspected by us. 

We verified by direct confirmation a substantial part of the inventories 
held for the company or its subsidiaries by others or held by the company 
or its subsidiaries for the account of others. 

We reviewed the changes occurring during the year in fixed asset ac¬ 
counts. The annual provision for depreciation represents an amortization 
of the cost of the assets on a reasonable basis consistent with charges pro¬ 
vided in prior years. 

We made such tests as we deemed appropriate to indicate that liabilities 
of the company have been properly recorded. Calculations of taxes, 
interest and wages payable were tested by us. 

Debentures and capital stock outstanding were confirmed by direct 
communication with the registrar and transfer agent. 

We reviewed the changes occurring during the year in Surplus. In 
connection therewith we tested significant items appearing in the income 
account. 

Respectfully submitted, 

KEAN, SWIFT & CO. 

Certified Public Accountants 

New York, March 10,1947 
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As published to stockholders 
ASHTON METAL PRODUCTS COMPANY 
and Subsidiary Companies 

Consolidated Balance Sheet—^December 31, 1946 
Assets 

Current assets 

Cash on hand and in banks...$ 895,347 

Marketable securities—at cost (value based on December 

31, 1946 market quotations $103,275). 113,238 

Notes and accounts receivable—trade, less reserve for 

doubtful accounts. 991,170 

Inventories of materials and manufactured products—at 

cost. 1,449,395 

Supplies on hand—at cost. 161,570 

Accounts receivable from officers and directors. 17,500 $ 3,628,220 

Deferred charges 

Prepaid expenses.$ 104,495 

Discount and expense on debentures—see note D. 50,400 154,895 

Investments—see note B. 236,890 

Fixed assets—see note C: 

Land for plant sites, railroad right of way, and other lands. $2,276,530 

Buildings, machinery, and equipment.$11,629,792 

Less reserve for depreciation. 5,186,348 6,443,444 

Patents. 10 8,719,984 

$12,739,989 

Liabilities 

Current liabilities 

Notes payable—^banks. $35,000 

Accounts payable—trade. 831,239 

Wages and salaries payable. 99,309 

Accrued liabilities. 121,532 

Federal income taxes accrued. 270,091 $ 1,357,171 

Ashton Metal Products Co. 5% debentures, due 1952—see note E 

Issued. $3,200,000 

Less retired and destroyed. 1,280,000 1,920,000 

Capital Stock and Surplus of subsidiary company owned by minority interest 193,701 
Capital stock 

6% Cumulative Preferred—authorized and issued 10,000 

shares of the par value of $100 each.$1,000,000 

Common—^authorized and issued—600,000 shares without 

par value. 5,482,600 6,482,600 

Surplus. 2,786,517 

$12,739,989 


See explanatory notes, page 10. 
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As published to stockholders 
ASHTON METAL PRODUCTS COMPANY 
and Subsidiary Companies 

Consolidated Income Account — ^Year Ended December 31, 1946 

Sales and earnings. $10,182,785 

Cost of sales—operating expenses, maintenance and repairs and taxes, 

except Federal income taxes. 7,166,232 

$ 3,016,553 

Other income 

Interest and dividends received.$ 12,148 » 

Profit on debentures retired. 8,900 

Miscellaneous other income. 28,110 49,158 

$ 3,065,711 

Selling and general expense. $1,248,705 

Loss on disposal or dismantlement of capital assets. 59,748 

Interest—on 5% debentures. 100,000 

—on notes payable to bank. 1,500 

Amortization of debenture discount and expense. 10,000 1,419,953 

$ 1,645,758 

Provision for depreciation and obsolescence. 958,492 

$ 687,266 

Provision for Federal income taxes. 270,091 

Net income. $ 417,175 

Minority share of income. 8,475 

Consolidated net income. $ 408,700 


Consolidated Surplus Account—Year Ended December 31, 1946 

Surplus, December 31, 1945.$2,763,543 

Minority interest. 67,726 

Consolidated surplus, December 31, 1945. $2,695,817 

Consolidated net income. 408,700 

$3,104,517 

Dividends paid—on 6% cumulative preferred stock.$ 60,000 

—on common stock. 258,000 318,000 

Surplus, December 31, 1946.$2,855,218 

Minority interest. 68,701 

Consolidated surplus, December 31, 1946. $2,786,517 
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As published to stockholders 
ASHTON METAL PRODUCTS COMPANY 
and Subsidiary Companies 

Notes to Consolidated Balance Sheet 

Note A—Principles Applying in Consolidation 

In order to present the status of the company's interest in subsidiaries where 
the interest owned (directly or through other subsidiaries) is 90 per cent or 
more of the issued stock, the assets and liabilities of said subsidiaries as 
they appear upon the books of said subsidiaries are distributed under 
appropriate headings on the consolidated balance sheet. The interest of 
minority stockholders of a subsidiary, the accounts of which are con¬ 
solidated, is shown on the balance sheet. 

Note B—Investments—Basis 

Investments in sundry companies consist of securities permanently held for 
trade purposes and are carried at cash cost or, in the case of securities 
whose value has been definitely determined to be less than cash cost, at an 
approximation to such determined value. 

Note C—Property, Plant and Equipment—Basis of Valuation 

1. Property, plant, and equipment of the company are carried at cash cost or, 

in the case of properties acquired from Goliath Manufacturing Co., ac¬ 
quired in part through the issue of common stock without par value and 
in part by the issue of 6 per cent cumulative preferred stock of company, 
at an agreed value as approved by the board of directors at the date of 
acquisition. 

2. Property, plant, and equipment of subsidiaries (the accounts of which are 

included in this consolidated balance sheet) are carried at cost to such 
subsidiaries. 

3. The values of property, plant, and equipment are shown on the bases 

above set forth and do not indicate current values, which could be 
established only by current appraisals. 

Note D—Method of Extinguishing Discount and Expense on Debentures 

Discount and expense on debentures is prorated and written off in equal 
installments over the term of the debentures, except that when debentures 
are purchased for retirement the cost of such debentures for the purpose of 
calculating profit or loss is increased by the amount of discount and expense 
that would have applied over the entire remaining life of such debentures. 

Note E—Retirement of Debentiues 

Under the provisions of the indenture covering the $3,200,000 five per cent 
debentures due 1952 of Ashton Metal Products Co., the company is 
permitted, on or before December 31 of each year, to deliver to the trustee 
to be retired and canceled $320,000 par value of the said debentures. 
No portion of the outstanding debentures has been included in current 
liabilities. 
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As published to stockholders 
KEAN, SWIFT & COMPANY 
Certified Public Accountants 
New York 4, N. Y. 

To THE Board of Directors, 

Ashton Metal Products Company, 

Ashton, N. Y. 

We have examined the Consolidated Balance Sheet as of December 31, 
1946, of Ashton Metal Products Company and the other corporations 
whose accounts are consolidated with its accounts as stated in Note A to 
the financial statements, and their Consolidated income and Surplus ac¬ 
counts for the calendar year 1946. In the course of our examination, we 
have reviewed the system of internal control and the accounting pro¬ 
cedures of the company and its subsidiaries and, without making a detailed 
audit of the transactions, have examined or tested accounting records of 
the company and its subsidiaries and other supporting evidence, by methods 
and to the extent we deemed appropriate. Our examination was made in 
accordance with generally accepted auditing standards applicable in the 
circumstances and included all procedures that we considered necessary. 

In our opinion, the accompan 3 dng Balance Sheet and related income and 
Surplus accounts, together with the notes attached thereto or appearing 
thereon, present fairly the consolidated position of the company and its 
consolidated subsidiaries at December 31, 1946, and the combined results 
of their operations for the calendar year 1946, in conformity with generally 
accepted accounting principles which have been applied on a basis con¬ 
sistent in all material respects with that of the preceding year. 

KEAN, SWIFT & COMPANY, 

Certified Public Accountants. 


New York, February 21, 1947 
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Cash on Hand 

and in Banks 




December 

December 

Increase 


31, 1945 

31, 1946 

Decrease 

Ashton Metal Products Co. 

.... $438,560 

446,0010 

7,441 

Brooke Sales Co. 

222,230 

229,206 

6,976 

Dalton Metal Products Co. 

138,510 

120,289 

18^21 

Ednor Metal Machinery Co. 

41,270 

19,076 

22,194 

Fulton Railway Co. 

7,855 

8,235 

380 


848,425 

822,807B 

25,618 

Coles Manufacturing Co. 

124,530 

72,540 

51,990 

Per balance sheet—page 12. 

.... $972,955 

895,347A 

77,608 


Note: Per balance sheets, Form lOK, December 31, 1946 
A—Registrant and subsidiary companies 
B—Registrant and 100% owned subsidiary companies 
C—Registrant only 

Note: Boldface italics indicate red figures. 


Marketable Securities 

Balance December 31, 1945. 

Additions, year 1946: 

Premier Manufacturing Co.—common stock. 

Southeast American Utilities Corp.--4% bonds due 1986_ 

United General Co.—common stock. 

Unamortized bond premium on Southeast American Utilities 
Corp.—bonds. 

Deductions, year 1946: 

Eagle Aircraft Corp.—common stock. 

New Era Railroad Co.—6% general mortgage bonds due 

1946. 

Thames and Connecticut Railway Co.—6% debentures due 

1950. 

Per balance sheet, December 31, 1946, page 12. 


(15) 

$110,950 


$19,250 

25,000 

7,500 51,750 

988 

163,688 

8,600 

19,350 

22,500 50,450 

$113,238A 


Note A: Per all balance sheets, Form lOK, December 31, 1946. 
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Mabketable Securities 
(continued) 
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Face value 
or number 

Value 
based on 
December 
31, 1946, 
market 

Book 


of shares 

quotations 

value 

Details of balance at December 31, 1946: 
Bosthaven Rapid Transit Co.—6% sinking fund 
gold bonds, due 1952. 

$10,000 

$ 8,500 

$ 9,000 

Northeastern Amalgamated Mfg. Co.—4% gold 
bonds due 1975. 

5,000 

4,925 

5,000 

Old Line Railroad Co.—434% refunding and 
general mortgage bonds due 1991. 

20,000 

15,100 

16,125 

Premier Manufacturing Co.—common stock 
(par $100). 

200shs 

19,500 

19,250 

Premier Manufacturing Co.—6% preferred stock 
(par $100). 

lOOshs 

11,200 

10,375 

Southeast American Utilities Corp.—4% gold 
bonds due 1986. 

25,000 

26,250 

25,000 

Steel and Iron Fabricators, Inc.—common stock 
(par $50). 

200shs 

10,500 

20,000 

United General Co.—common stock (no par)... 

lOOshs 

7,300 

7,500 

Unamortized bond premium on Southeast 

American Utilities Corp. 

As above. 

Details of profit on securities sold or redeemed: 

Realized 

$103,275 

Book 

value 

112,250 

988 

$113,238 

Profit 
or loss 

Eagle Aircraft Corp.—common stock—1,000 
shares sold Jan. 7, 1946, purchased June 30, 
1940. 

$ 3,730 

8,600 

4,870 

New Era Railroad Co.—6% general mortgage 
bonds due 1946—$20,000 par value redeemed 
Sept. 30, 1946, purchased Feb. 10, 1934. 

20,000 

19,350 

650 

Thames and Connecticut Railway Co.—6% 
debentures due 1950—^$25,000 par value called 
at 110 June 30,1946, purchased Nov. 30,1928. 

27,500 

22,500 

5,000 


$51,230 




S50,450 


$ 780 


Per page 43. 

Note: Boldface italics indicate red figures. 
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Notes and Accounts Receivable—Trade, Less Reserve for Doubtful Accounts 



December 

December 



31,1945 

31, 1946 

Customers: 




For metals and manufactured products: 




Accounts. 


. $ 999,175 

936,430 

Notes and acceptances. 


18,900 

24,700 

Railway freights, etc. 


13,860 

10,320 

Supplies and equipment sold. 


72,140 

53,790 



1,104,075 

1,025,240 

Less reserve for doubtful accounts. 


33,695 

47,320 



1,070,380 

977,920 

Other accounts receivable: 




Accrued interest receivable. 


1,475 

725 

Miscellaneous accounts. 


13,190 

12,525 

Per balance sheet—page 12. 


. $1,085,045 

991,170 



Registrant 




and 100% 




owned 

Registrant 


Registrant 

subsidiary 

and 


only 

companies 

subsidiaries 

Customers: 




For metals and manufactured products: 




Accounts. 


$869,240 

936,430 

Notes and acceptances. 


24,700 

24,700 

Railway freights, etc. 


10,320 

10,320 

Supplies and equipment sold. 

$21,600 

53,790 

53,790 

Other accounts receivable: 




Accrued interest receivable. 

725 

725 

725 

Miscellaneous accounts. 

1,255 

8,965 

12,525 

Per balance sheets, Form lOK, December 31, 




1946. 

23,580 

967,740 

1,038,490 

Less reserve for doubtful accounts... 

2,500 

34,960 

47,320 

Per balance sheets, Form lOK, December 31, 




1946. 

$21,080 

932,780 

991,170 
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Inventories op Metals and Manufactured Products 



December 

December 


31, 1945 

31, 1946 

Finished products: 



Machine parts. 

.$ 92,870 * 

91,520 

Die stampings and blanks. 

. 167,630 

165,990 

Screw machine products. 

. 145,280 

174,330 

Machinery. 

. 44,690 

72,380 


450,470 

504,220 

Goods in process: 



Machine parts. 

. 67,310 

87,220 

Die stampings and blanks. 

. 32,790 

31,860 

Screw machine products. 

. 34,500 

60,330 

Machinery. 

. 77,240 

69,150 

Partly fabricated steel.. 

. 149,580 

201,064 

Partly fabricated brass.. 

. 84,834 

104,111 


446,254 

553,735 

Raw materials: 



Steel... 

. 283,640 

204,380 

Brass. 

. 152,620 

145,930 

Machinery parts. 

. 23,210 

41,130 


459,470 

391,440 

Per balance sheet—page 12. 

.$1,356,194 

1,449,395 


Details of inventories at December 31, 1946 by companies, are given on 
the following page. 
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(18) 

Details op Inventories op Metals and Manupactxjred Products 


December 31, 

1946 



Ashton Metal Products Co. 

Machine parts. 

Die stampings and blanks. 

Screw machine products. 

Partly fabricated steel. 

Partly fabricated brass. 

Raw 

materials 

Goods in 
process 

$ 49,080 
18,190 
33,010 
105,000 
40,250 

Finished 

products 

68,280 

123,860 

130,830 



245,530 C 

322,970 C 

Dalton Metal Products Co. 

Machine parts. 

Die stampings and blanks. 

Screw machine products. 

Partly fabricated steel. 

Partly fabricated brass. 


38,140 

13,670 

27,320 

61,450 

30,730 

23,240 

42,130 

43,500 



171,310 

108,870 

Ednor Metal Machinery Co. 

Machinery. 

. $ 41,130 

69,150 

72,380 


41,130 B 

485,990 B 

504,220 B 

Coles Manufacturing Co. 

Steel. 

Brass. 

. 204,380 
. 145,930 

48,030 

39,470 



350,310 

87,500 


Deduct intercompany profit in inventory. 


19,755 


Totals, per page 17. 

. $391,440 A 

553,735 A 

504,220 A 


Note: Per balance sheets, Form lOK, December 31, 1946. 

A—Registrant and subsidiary companies. 

B—Registrant and 100% owned subsidiary companies. 
C—Registrant only. 
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Ashton Metal Products Co.... 
Dalton Metal Products Co... . 
Ednor Metal Machinery Co.. . 
Fulton Railway Co. 

Supplies on Hand 

December 
31, 1945 
$ 51,390 

29.980 
8,670 

47.980 

(19) 

December 
31, 1946 
50,290 C 
31,660 
5,340 
43,300 

Coles Manufacturing Co. 



138,020 

30,320 

130,590 B 
30,980 

Per balance sheet—page 12— 



$168,340 

161,570 A 

Details of supplies on hand at December 31, 1946: 

Operating 

supplies 

Ashton Metal Products Co. $25,275 

Dalton Metal Products Co. 18,820 

Ednor Metal Machinery Co. 2,680 

Fulton Railway Co. 13,410 

Spare 

parts 

10,480 

9,630 

1,844 

9,210 

Repair 

supplies 

14,535 

3,210 

816 

20,680 

Total 
December 
31, 1946 
50,290 
31,660 
5,34p 
43,300 

Coles Manufacturing Co. 

60,185 

10,640 

31,164 

11,563 

39,241 

8,777 

130,590 

30,980 

As above. 

$70,825 

42,727 

48,018 

161,570 


Note: Per balance sheets, Form lOK, December 31, 1946. 

A—Registrant and subsidiary companies. 

B—Registrant and 100% owned subsidiary companies. 
C—Registrant only. 


( 20 ) 

Accounts Receivable from Officers and Directors 
Ashton Metal Products Co. 

Loan to Carl Wynne, vice-president—^per balance sheet, December 31, 

1946—page 12. 

Note: Per all balance sheets. Form lOK, December 31, 1946. 


$17,500 A 
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Due from Subsidiaries 


Current: 

Ashton Metal Products Co.: 

Brooke Sales Co. 

Ednor Metal Machinery Co 
Fulton Railway Co.: 


( 21 ) 

Registrant 
and 100% 
owned 

Registrant subsidiary 

only companies 


$110,320 

120,510 


Coles Manufacturing Co... . 



5,990 

Per balance sheets, Form lOK, December 31, 1946. 

$230,830 

5,990 

Noncurrent: 

Ashton Metal Products Co.: 
Dalton Metal Products Co. . 


$199,620 


Per balance sheet. Form lOK, December 31, 1946. 

$199,620 


Unexpired insurance. 

Miscellaneous. 

Prepaid Expenses 

December 
31, 1945 
. $74,170 
21,470 

(22) 

December 
31, 1946 
77,385 
27,110 

Per balance sheet—page 12. 


. $95,640 

104,495 

Unexpired insurance. 

Miscellaneous. 

Registrant 

only 

. $22,135 

. 4,450 

Registrant 
and 100% 
owned 
subsidiary 
companies 
56,835 
22,630 

Registrant 

and 

subsidiary 

companies 

77,385 

27,110 

Per balance sheets, Form lOK, 
1946. 

December 31, 
. $26,585 

79,465 

104,495 
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( 23 ) 

Invisstments 


Balance 

December 




Par 

31, 1945 


Shares 

Value 

and 1946 

Dalton Country Club—6% preferred Stock. 

10 

$ 1,000 

$ 10 

Glory Gold Mines, Inc.—common stock. 

. . 6,000 

6,000 

10 

Fairfax Screw Machinery Corp.—common stock... 

500 

50,000. 

50,000 

Metal Industries Foreign Export Assn.: 




7% preferred stock. 

10 

1,000 

1,000 

Common stock. 

100 

2,500 

2,500 

New Coast Steamship Co.: 




Common stock. 

.. 1,000 

100,000 

100,000 

6% preferred stock. 

750 

75,000 

60,870 

Oceanic Bank & Trust Co.—common stock. 

250 

25,000 

22,500 

Per balance sheet—page 12. 



. $236,890 A 


None of the above securities are currently quoted. 

Note A: Per all balance sheets, Form lOK, December 31, 1946. 


Land for Plant Sites, etc. 


Ashton Metal Products Co. 

Dalton Metal Products Co. 

Ednor Metal Machinery Co... 

Fulton Railway Co. 

Coles Manufacturing Co. 

Per balance sheet—page 12. 

Note: Per balance sheets, Form lOK, December 31, 1946. 

A—Registrant and subsidiary companies. 

B—^Registrant and 100% owned subsidiary companies. 
C—Registrant only. 


(24) 

Balance 
December 
31, 1945 
and 

December 
31, 1946 
% 350,230 C 
462,240 
20,000 
1,319,060 
2,151,530 B 
125,000 
$2,276,530 A 


















Buildings, Machinery and Equipment 
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Reserve for Depreciation 


( 26 ) 


Deductions from reserve 



Depreci- 





ation 

Depreci- 

Depreci- 



charged 

ation on 

ation on 


Balance 

to in- 

items 

items 

Balance 

December 

come— 

trans- 

sold or 

December 

31, 1945 

page 13 

ferred 

scrapped 

• 31, 1946 

Ashton Metal Products Co.. $1,632,558 

305,279 

26,730 

254,099 

1,657,008 C 

Brooke Sales Co. 48,760 

15,840 


9,870 

54,730 

Dalton Metal Products Co. 1,605,160 

326,850 

10,635 

5,735 

1,915,640 

Ednor Metal Machinery Co. 233,080 

45,220 

2,020 

22,060 

254,220 

Fulton Railway Co. 517,380 

78,923 

100 

44,083 

552,120 


Coles Manufacturing Co. . . 

4,036,938 

641,250 

772,112 

186,380 

39,485 

335,847 

75,000 

4,433,718 B 
752,630 

Per balance sheet—page 12 

$4,678,188 

958,492 

39,485 

410,847 

5,186,348 A 


Note: Per balance sheets, Form lOK, December 31, 1946. 

A—Registrant and subsidiary companies. 

B—Registrant and 100% owned subsidiary companies. 
C—Registrant only. 


Patents 


(27) 


Ashton Metal Products Co. 

Patent covering special screw turning lathes and Ashton pickling process, which 
cost $20,000, written down to nominal value—^per balance sheet, December 
31, 1946—page 12. $10 A 


Note A: Per all balance sheets. Form lOK, December 31, 1946. 
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( 28 ) 

Notes Payable-Bank 

December December 
31, 1945 31, 1946 

Notes of Ashton Metal Products Co. payable to Ashton State 
Bank & Trust Co.: 

Interest 

Dated Due rate, % 

Nov. 1, 1945 Jan. 31, 1946 6 . $ 50,000 

Nov. 1, 1945 Feb. 28, 1946 6 . 25,000 

Nov. 1, 1945 Mar. 31, 1946 6 . 25,000 

Nov. 1, 1946 Jan. 31, 1947 5 . 20,000 

Nov. 1, 1946 Mar. 1, 1947 5 . 15,000 

Per balance sheet—page 12. $100,000 35,000 A 


Note A: Per all balance sheets. Form lOK, December 31, 1946. 

(29) 

Accounts Payable—^Tradb 

December December 
31, 1945 31, 1946 

Ashton Metal Products Co. $242,443 234,234 C 

Brooke Sales Co. 15,115 14,927 

Dalton Metal Products Co. 359,600 375,672 

Ednor Metal Machinery Co. 29,040 23,023 

Fulton Railway Co.. 74,482 26,667 

720,680 674,523 B 

Coles Manufacturing Co. 177,460 156,716 

Per balance sheet—page 12. $898,140 831,239 A 


Note: Per balance sheets. Form lOK, December 31, 1946. 

A—Registrant and subsidiary companies. 

B—Registrant and 100% owned subsidiary companies. 
C—Registrant only. 
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Wages and Salaries Payable 


Ashton Metal Products Co. 

Brooke Sales Co. 

Dalton Metal Products Co. 
Ednor Metal Machinery Co 
Fulton Railway Co. 

Coles Manufacturing Co... 
Per balance sheet—page 12. 


( 30 ) 

December December 


31, 1945 

31, 1946 

$31,792 

40,355 C 

4,450 

4,780 

22,300 

24,462 

10,180 

11,912 

4,075 

4,390 

72,797 

85,899 B 

15,160 

13,410 

$87,957 

99,309 A 


Note: Per balance sheets, Form lOK, December 31, 1946. 

A—Registrant and subsidiary companies. 

B—Registrant and 100% owned subsidiary companies. 
C—Registrant only. 


Accrued Liabilities 


(31) 



Accrued 

Accrued 

Payments 

Accrued 


December 

in year 

during year 

December 

Accrued Taxes: 

31, 1945 

1946 

1946 

31, 1946 

Ashton Metal Products Co.... 

$31,630 

105,017 

111,129 

25,518 

Brooke Sales Co. 

3,095 

8,298 

7,111 

4,282 

Dalton Metal Products Co..., 

20,778 

97,406 

91,145 

27,039 

Ednor Metal Machinery Co... 

5,329 

20,062 

19,104 

6,287 

Fulton Railway Co. 

7,948 

24,072 

22,494 

9,526 


68,780 

254,855 

250,983 

72,652 

Coles Manufacturing Co. 

12,610 

59,968 

47,990 

24,588 

Total. 

$81,390 

314,823 

298,973 

97,240 


(Schedule continued on p. 32.) 
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( 32 ) 

Accbued Liabilities 


(continued) 

Real-estate Miscel- 


and personal 

Social 

State 

laneous 



property 

security 

franchise 

state 



taxes 

taxes 

taxes 

taxes 

Total 

Details of accrual at December 






31, 1946: 

Ashton Metals Products Co. 

$ 

11,675 

13,843 


25,518 

Brooke Sales Co. 

2,783 

654 

845 


4,282 

Dalton Metal Products Co. 

15,120 

5,686 

6,233 


27,039 

Ednor Metal Machinery Co. 

1,175 

4,122 

990 


6,287 

Fulton Railway Co. 

5,146 

2,751 


1,629 

9,526 


Coles Manufacturing Co... 

24,224 

14,370 

24,888 

3,878 

21,911 

6,340 

1,629 

72,652 

24,588 

As above. 

$38,594 

28,766 

28,251 

1,629 

97,240 


Interest accrued: 

Ashton Metal Products Co. 

On 5% debentures: 

6% on $2,240,000 par value—Oct 1 to Dec. 31,1945.. 
5% on $1,920,000 par value—Oct 1 to Dec. 31,1946.. 
On notes payable to Ashton State Bank & Trust Co.: 
6% on $100,000 face value—Nov 1 to Dec. 31, 1945.. 
5% on $35,000 face value—Nov 1 to Dec. 31,1946... 

December 
31, 1945 

$ 28,000 

1,000 

December 
31, 1946 

24,000 

292 

Total. 


$ 29,000 

24,292 

Accrued taxes—as above. 

Interest accrued—as above. 


$ 81,390 
29,000 

97,240 

24,292 

Per balance sheet—page 12. 


$110,390 

121,532 

Accrued taxes. 

Interest accrued. 

Registrant 

only 

. $25,518 

. 24,292 

Registrant 
and 100% 
owned 
subsidiary 
companies 
72,652 
24,292 

Registrant 

and 

subsidiary 

companies 

97,240 

24,292 

Per balance sheets. Form lOK, 
December 31, 1946. 

. $49,810 

96,944 

121,532 
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( 33 ) 


Federal Income Taxes 

Accrued 




Accrued 

Accrued 

Paid 

Accrued 


December 

in year 

in year 

December 


31, 1945 

1946 

1946 

31, 1946 

Ashton Metal Products Co. 

$32,530 

133,588 

32,530 

133,588 C 

Brooke Sales Co. 

12,390 

23,076 

12,390 

23,076 

Dalton Metal Products Co. 

13,390 

52,173 

13,390 

52,173 

Ednor Metal Machinery Co.... 


4,799 


4,799 

Fulton Railway Co. 

4,050 

4,514 

4,050 

4,514 


62,360 

218,150 

62,360 

218,150 B 

Coles Manufacturing Co. 

17,566 

51,941 

17,566 

51,941 

Per balance sheet—page 12. 

$79,926 

270,091 

79,926 

270,091 A 


Note: Per balance sheets, Form lOK, December 31, 1946. 

A—Registrant and subsidiary companies. 

B—Registrant and 100% owned subsidiary companies. 
C—Registrant only. 


Due to Subsidiaries 


Ashton Metal Products Co.: 

Coles Manufacturing Co... 

Fulton Railway Co. 

Dalton Metal Products Co.: 

Coles Manufacturing Co. 

Per balance sheets, Form lOK, December 31, 
1946. 


(34) 



Registrant 
and 100% 


owned 

Registrant 

subsidiary 

only 

companies 

. $232,150 

232,150 

5,210 

127,290 


$237,360 359,440 
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5% Debentures, due April 1, 1952 
Original Par value 


(35) 

Discount 

proceeds 

Issued April 1, 1942.$3,040,000 

3,200,000 


160,000 

Discount written off on debentures outstanding 
Debentures purchased and retired. 

960,000 

42,000 

48,000 

90,000 

Balance December 31, 1945. 

2,240,000 


70,000 


Year 1946: 

Discount written off—per income account— 

page 13. 10,000 

Debentures purchased and retired (see 

below). 320,000 _ 9,600 19,600 

Per balance sheet, December 31,1946—^page 12 $1,920,000 A 50,400 A 


Details of profit on debentures retired, year 1946: 

Par value of debentures retired.$320,000 

Cost. 301,500 

18,500 

Discount on debentures purchased—as above. 9,600 

Profit on debentures retired—per income account—page 13.$ 8,900 

Note A: Per all balance sheets. Form lOK, December 31, 1946. 


(36) 

Capital Stock and Surplus of Subsidiary Company Owned by Minority Interest 



Balance 
December 
31, 1945 

Share of 
earnings of 
subsidiary 
company 

Dividends 

Balance 
December 
31, 1946 

Coles Manufacturing Co.: 
Capital Stock—2,500 shares. . 
Surplus apportioned thereto. . 

.. $125,000 
67,726 

8,475 

7,500 

125,000 

68,701 

Per balance sheet—page. 12. 

. . $192,726 

8,475 

7,500 

193,701 A 


Note A: Per balance sheet, Form lOK, December 31, 1946—Registrant and sub¬ 
sidiary companies. 
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Capital Stock 


(37) 

6% Cumulative Preferred 

Authorized—10,000 shares of the par value of $100 each 
Issued: 

Shares 

Amount 

January 1, 1931—for cash. 

June 30, 1938—partial payment for net assets of 

7,600 

$ 750,000 

Goliath Manufacturing Co. 

2,500 

250,000 

Common 

Authorized—600,000 shares without par value 

Issued: 

10,000 

1,000,000 A 

January 1, 1925—for cash. 

January 1, 1927—for 20,000 shares of the capital stock 

200,000 

$1,000,000 

of Dalton Metal Products Co. 

January 1, 1931—for 22,500 shares of the capital stock 

250,000 

2,483,250 

of Coles Manufacturing Co. 

June 30, 1938—^partial payment for net assets of 

112,500 

1,499,350 

Goliath Manufacturing Co. 

37,500 

500,000 


600,000 

5,482,600 A 

Total, per balance sheet, December 31, 1946—page 12. 


! $6,482,600 A 


Note A: Per all balance sheets, Form lOK, December 31,1946. 
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(38) 


Descriptive Consolidated Surplus Account 



2 years 
Jan. 1, 1925 
to Dec. 

31, 1926 

4 years 
Jan. 1, 1927 
to Dec. 

31, 1930 

16 years 
Jan. L 1931 
to Dec. 

31, 1946 

22 years 

Jan. 1, 1925 
to Dec. 

31, 1946 

fioloQ utiH pftTninffS. 

$11,180,565 

9,350,150 

80,652,805 

67,509,485 

169,764,350 

149,476,610 

261,597,720 

226,336,245 

Cost of sales, including all 
taxes, selling and general 
expenses. 

Miscellaneous income. 

1,830,415 

19,110 

13,143,320 

321,900 

20,287,740 

1,043,410 

35,261,475 

1,384,420 

Interest paid on borrowed 
money including debenture 
discount and expenses. 

Depreciation and obsolescence. 

1,849,525 

225,000 

13,465,220 

1,500,000 

21,331,150 

1,859,800 

36,645,895 

3,584,800 

1,624,525 

325,000 

11,965,220 

1,650,000 

19,471,350 

13,971,264 

33,061,095 

15,946,264 

1,299,525 

10,315,220 

5,500,086 

239,454 

17,114,831 

239,454 

Minority share of income.... 

Consolidated net income. 

Surplus adjustments—reserve 
not required—add. 

1,299,525 

10,315,220 

5,260,632 

234,890 

16,875,377 

234,890 

Available for dividends. 

Dividends paid—preferred. . . 

—common... . 

Balance of surplus. 

1,299,525 

400,000 

10,315,220 

8,550,000 

5,495,522 

847,500 

4,526,250 

17,110,267 

847,500 

13,476,250 

$ 899,525 

1,765,220 

121,772 

2,786,517 

Dividends paid per share of 
common capital stock out- 
standing. 

$ 2.00 

19.00 

7.73 

28.73 

.\verage annual dividends paid 
per share of coinmon capital 
stock outstanding. 

$ 1.00 1 

4.75 

0.48 

1.31 

Condensed Balance Sheets pertinent to a 
Jan. 1, 1925 Dec. 31,1926 Dec. 31,1930 

bove Surplus 

1 Dec. 31,1946 

Fixed assets, less depreciation 

rP.«3PTVft. 

$ 800,000 

200,000 

2,775,800 

119,800 

1,083,475 

70,450 

6,198,400 

196,500 

3,817,620 

185,475 

8,719,984 

236,890 

2,271,049 

154,895 



Deferred charges, etc. 


$ 1,000,000 

4,049,525 

10,397,995 

11,382,818 

$ 1,000,000 

1,000,000 

2,000,000 

150,000 

899,525 

3,483,250 

4,000,000 

250,000 

2,664,745 

6,482,600 

193,701 

1,920,000 

2,786,517 




Surplus. 

Book value of stock per share, 
of common capital ^ stock 
outstanding. 

$ 1,000,000 

4,049,525 

, 10,397,995 

11,382,818 

. $ 5.00 

1 9.50 

13.66 

15.34 


Note : Ashton and Brooke only were consolidated from Jan. 1,1925, to Dec. 31,1^6; 
Dalton, Ednor and Fulton were acquired Jan. 1,1927; and Coles on Jan. 1,1931. The 
above ngures have been summarized from published accounts. 


























Sales, Cost of Sai.es and Operating Income 
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i: Boldface italics indicate red figures. 




























Materials Used—Steel, Brass and Machine Parts 
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f42) 

Interest and Dividends Received 

Year 1945 Year 1946 


Ashton Metal Products Co.: 

Dividends on marketable securities. $ 600 1,700 

Dividends on investments. 1,925 5,070 

Interest on marketable securities. 4,400 3,850 

Interest on time deposit. 50 

Amortizable bond premium. 12 

Brooke Sales Co.: 

Interest on notes and accounts receivable. 1,240 1,490 

Per income account—page 13. $8,165 12,148 


Per profit and loss statements, Form lOK, year 1946 

Registrant and subsidiaries—as above. $12,148 

Add dividends received by Ashton Metal Products Co. from Coles Manu¬ 
facturing Co., eliminated in consolidation. 67,500 

Registrant and 100% owned subsidiary companies. $79,648 

Note: Boldface italics indicate red figures. 


Miscellaneous Other Income 

Profit on sale of marketable securities—page 15. 

Rents received. 

Profits on sale of supplies. 

Miscellaneous. 

Net loss on lunchroom operations. 

Per income account—page 13 . 


Profit on sale of marketable securities 

Rents received. 

Profits on sale of supplies. 

Miscellaneous. 


(43) 


Year 1945 

Year 1946 

$ 1,142 

780 

18,000 

24,810 

1,384 

1,820 

310 

890 

20,836 

28,300 

266 

190 

$20,570 

28,110 

Registrant 


and 100% 

Registrant 

owned 

and 

subsidiary 

subsidiary 

companies 

companies 

$ 780 

780 

14,810 

24,810 

— 

1,820 

470 

890 

16,060 

28,300 

430 

190 

$15,630 

28,110 


Net loss on lunchroom operations. 

Per profit and loss statements. Form lOK, year 1946 

























Selling and General Expenses 
Year 1946 
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m 



i: Per profit and loss statements, Form lOK, year 1946. 
A—Registrant and subsidiary companies. 

B—Re^trant and 100% owned subsidiary companies, 
i: Boldface italics indicate rra figures. 




























AUDIT WORKING PAPERS 


292 


Assets 

Ashton Metal 
Products Co. 
Registrant 
only (per 
Form lOK) 

Brooke 
Sales Co. 

Dalton 
> Metal 

Products Co. 

Ednor 

Metal 

Machinery Co. 


$ 446,001 

113,238 
23.580 

2,S09 

229.206 

120,289 

19,076 



763,190 

27J29 

34.040 

3,119 

132,540 

1.930 



41,130 

69,150 

72,380 

5,340 

27,300 


245,530 

322,970 

50,290 

230,830 

17,500 

5,582,600 

236,890 

199,620 

350,230 

4,062,251 

I,$57,00S 

10 


171,310 

108,870 

31,660 

145,200 





Due from subsidiaries—current. 






1,500,000 











462,240 

20.000 

516,850 

254,220 


112,500 

54,739 

3,851,845 

1,915,949 



Discount and expense on debentures. 

50,400 

26,585 




Prepaid expenses. 

11,520 

32,090 

3,840 


$10,299,017 

1,033,966 

4,538,794 

651,756 

Liabilities, Capital Shares, and Surplus 

Notes payable—bank. 

1 

$ 35,000 

234,234 
40,355 
49,810 
133,588 
237,360 




Accounts payable—trade. 

14,927 
4,780 1 
4,282 
23,076 
256,840 

375,672 

23.023 

11,912 

6,287 

4,799 

123,650 

Accrued wages. 

24,462 

27,039 

Accrued liabilities. 

Federal income tax accrued. 

52,173 

164,780 

199,620 

Due to subsidiaries—current. . 

Due to subsidiaries—not current. 

Ashton Metal Products Co.— b% Debentures: 

Issued. 

3,200,000 

h289,090 

1,000,000 

5,482,600 



Retired. 




Capital Stock of Ashton Metal Products Co.: 

Preferred. 




Common. 




Capital Stock of subsidiary companies: 

Owned by company and subsidiaries. 

600,000 

2,000.000 

500,000 

Owned by minority. 


Surplus apportioned to minority. 





Surplus: 

Since acquisition. 

1,166,070 

130,061 

1,211,798 

483,250 

17,915 

\^en acquired. 


$10,299,017 

1,033,966 

4,538,794 

651,756 







Note: Boldface italics indicate red figures. 
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(45) 

ASHTON METAL PRODUCTS COMPANY 
and Subsidiary Companies 
Composition op Consolidated Balance Sheet—^December 31, 1946 


Fulton 
Railway Co. 

Eliminations 

Registrant and 
100% owned 
subsidiary 
companies 
(per Form lOK) 

Coles 

Manufacturing 

Co. 

Eliminations 

Ashton Metal 
Products Co. 
and subsidiary 
companies 
(per Form lOK) 

Per 

published 
accounts 
(page 8) 

8,235 


822,807 

72.540 


895,347 

895,347 



113,238 



113,238 

113,238 

14,390 


967.740 

70,750 


1,038,490 




34,999 

12,399 


47,329 




41,130 

350,310 


391,440 




485,990 

87,500 

19,755 

553,735 

\ 1,449,395 



504,220 



504,220 

I 

43,300 


130.590 

30.980 


161,570 

161,570 

25,850 

423,199 

5,990 

359.440 

395,439 





17,500 



17,500 

17,500 


5,583,259 

1,499,350 


1,499,359 





236,890 



236,890 

236.890 


199,929 






1,319,060 


2,151,530 

125,000 


2,276,530 

2,276.530 

1,253,250 


9,796,696 

1,833,096 


11,629,792 

11,629,792 

552,129 


4,433,718 

752,939 


5,186,348 

5,186,348 



10 



10 

10 



50,400 



50,400 

50,400 

5,430 


79,465 

25,030 


104,495 

104,495 

2,117,395 

9,299,999 

12,434,868 

2,189,656 

1,884,535 

12,739,989 

12,739,989 



35,000 



35,000 

35,000 

26,667 


674.523 

156.716 



831,239 

4,390 


85,899 

13,410 



99,309 

9,526 


96,944 

24,588 


121,532 

121,532 

4,514 



51,941 


270,091 



423,199 

359,440 

5,990 

395,439 




199,929 








3,200,000 



3,200,000 

3,200,000 



1,289,999 



1,289,009 

1,280,000 



1,000,000 



1,000,000 

1,000,000 



5,482,600 



5,482,600 

5,482,600 

2,000,000 

5,199,999 


1,125,000 

1,125,999 






125,000 


125,000 

\ iQ^ 7ni 




68,701 


68,701 


72,298 


2,562,312 

243,960 

19,755 

2,786,517 

2,786,517 


483,259 


374,350 

374,359 



2,117,395 

9,299,999 

12,434,868 

2,189,656 

1,884,535 

12,739,989 

12,739,989 
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Per 

published 
accounts 
(page 9) 

10.182.785 

12.148 

8.900 

28.110 

1 

CO 

ca 

o 

71166,232 

1,248,705 

59,748 
101,500 
. 10,000 
958,492 
270,091 

9,814,768 

408,700 

8,475 

417,175 


Consolidated 

adjustments 

and 

eliminations 

•O 

1 

•V* 

Pk 

1 

3. 

Ok 

1 



Coles 

Manufac¬ 

turing 

Co. 

3.518.335 

12,480 • 

3,530,815 1 

2,991,441 

208,026, 

8,280 

186,380 

51,941 

3,446,068 

76,272 

8,475 

84,747 


Ashton 
Metals 
Products Co. 
and 

100% owned 
subsidiaries 

9.393.200 

79.648 

8,900 

15,630 

1 9,497,378 | 

1 6,898,222 
1,040,679 

51,468 

101,500 

10,000 

772,112 

218,150 

9,092,131 

405,247 

405,247 


Eliminations 

« Ok 

O CM 

5 2 

<n Ok 

«>« tn 

•a 

rs 

Ok 

Ok 

Ok 

•M 

Ok 

1 

3 

* 

S 


Fulton 

Railway 

Co. 

326,290 

310 

1 326,600 

218,915 

9,300 

78,923 

4,514 

311,652 1 

14,948 

14,948 


Ednor 

Metal 

Machinery 

Co. 

1 

1,539,580 

1 1,539,580 

1,237,405 

234.322 

1,440 

45,220 

4,799 

1,523,186 

16,394 

16,394 


Dalton 

Metal 

Products 

Co. 

2,960,970 

22,000 

490 

1 2,983,460 

2,118,737 

380,454 

1,420 

326,850 

52,173 

2,879,634 | 

103,826 

103.826 


Brooke 

Sales 

Co. 

1,490 

4,410 

391.529 

1 397,429 

319,722 

1,140 

15,840 

23,076 

359,778 1 

37,651 

37,651 


Ashton 

Metal 

Products 

Co. 

$ 4,566,360 
288,158 
8,900 
10,420 

1 4,873,838 

1 

3,323,165 
497,710 i 

i 

38,168 

101,500 

10,000 

305,279 

133,588 

1 4,409,410 

oo. 

S 

1$ 464,428 



Income: 

Sales. 

Interest and dividends received. 1 

Profit on debentures retired. 

Miscellaneous other income. 

Commissions earned. 

1 

Expense: 

Factory cost of goods sold. 

Selling and general expense. 

TfOflff on disposal or dismantlement of fixed 

assets. 

Interest. 

Amortisation of debt discount and expense.. 
Provision for depreciation and obsolescence.. 
Provision for Federal income tax. 

Omsolidated net income. 

Minority share of income. 

Net income. 



i: Boldface italioa indicate red figures. 
















ASHTON METAL PRODUCTS COMPANY 
and Subsidiary Companies 

Composition op Consolidated Surplus Account—Year Ended December 31, 1946 


CONSOLIDATED REPORTS AND WORKING PAPERS 


m 













AUDIT WORKING PAPERS 


(48) 

Average Investment in Net Assets for Year 1946 


Book value of investment at 



January 

December 

Average 


1, 1946 

31, 1946 

investment 

Ashton Metal Products Co. (eliminating invest- 




ment in subsidiaries and intercompany profit 
on inventories). 

$1,911,814 

2,054,011 

1,982,913 

Brooke Sales Co. 

Coles Manufacturing Co. (eliminating minority 

725,410 

730,061 

727,735 

share). 

Dalton Metal Products Co. (eliminating invest¬ 

1,734,538 

1,743,310 

1,738,924 

ment in subsidiaries and intercompany profit 
on inventories). 

2,254,614 

2,187,352 

2,220,983 

Ednor Metal Machinery Co. 

480,691 

482,085 

481,388 

Fulton Railway Co. 

2,071,350 

2,072,298 

2,071,824 


Consolidated.$9,178,417 9,269,117 9,223,767 


Note: The investments in subsidiaries eliminated in the above computation include 
only the investments represented by stock ownership; no eliminations were made for 
intercompany account balances. 

(49) 

Organization 
Name—The Ashton Metal Products Co. 

Incorporated January 1, 1925, under laws of State of Delaware 
Annual meeting third Tuesday in April 
Officers—President 

Vice-president 
Vice-president 
Secretary 
Treasurer 
Assistant treasurer 
Directors—Ichabod Crane 
Thomas Cringle 
Edwin Drood 
Quentin Durward 
Ethan Frome 
Silas Lapham 
Nicholas Nickleby 
Jasper Shrig 
Samuel Weller 
Carl Wynne 

Executive committee—Ethan Frome 
Carl Wynne 
Edwin Drood 
Silas Lapham 


Ethan Frome 
Carl Wynne 
Will Scarlet 
Charles Brewster 
Sidney Carton 
Uriah Keep 
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Annual Report to Securities and Exchange Commission 

It is assumed that the stock of the Ashton Metal Products Co. is listed on 
a securities exchange registered with the Securities and Exchange Commis¬ 
sion and that, therefore, the annual report Form lOK is required to be filed. 

Form lOK is required principally for the purpose of supplementing in¬ 
formation found in reports previously submitted to the Securities and 
Exchange Commission. Obviously many situations would arise which are 
not covered here, as the purpose of presenting this report is primarily to 
show the relation of the working papers to the annual report Form lOK. 

It is also quite possible that the situations shown here might be treated 
somewhat differently and still have the approval of the Commission. Some 
of the schedules could be further condensed and some could be further 
elaborated. As a general rule, the Commission inclines toward as much 
brevity as is consistent with a fair statement of the facts. It is therefore 
obvious that the Form lOK as presented, while it may be considered as not 
violating any of the rules of the Commission, is not to be taken as a cri¬ 
terion or specimen form for reference but is merely presented to show how 
the working papers may be used to prepare such a report. 

ACCOUNTANTS CERTIFICATE 
KEAN, SWIFT AND COMPANY 
Certified Public Accountants 
New York 4, N. Y. 

Ashton Metal Products Company, 

Ashton, N. Y. 

We have examined the financial statements (as described below) of 
Ashton Metal Products Company and its consolidated subsidiaries, have 
reviewed their systems of internal control and accounting procedures and, 
without making a detailed audit of the transactions, have examined and 
tested their accounting records and other supporting evidence, by methods 
and to the extent we deemed appropriate. Our examination was made in 
accordance with generally accepted auditing standards applicable in the 
circumstances and included all procedures that we considered necessary. 
These financial statements are set forth in the slnnual report Form lOK for 
the calendar year 1946 of Ashton Metal Products Company to be filed pur¬ 
suant to Section 13 (a) and (6) of the Securities Exchange Act of 1934 and 
the Regulations of the Securities and Exchange Commission, and comprise: 

1. The consolidated balance sheet as of December 31, 1946, of Ashton 
Metal Products Company and of the other corporations whose accounts 
are consolidated with its accounts as stated in note A to the consolidated 
balance sheet (which other corporations are hereinafter referred to as con- 
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solidated subsidiaries) and their consolidated profit and loss statement and 
statement of surplus for the calendar year 1946, 

2. The consolidated balance sheet as of December 31, 1946, of Ashton 
Metal Products Company and 100 per cent owned subsidiary companies, 
the accounts of w^hich are consolidated with its accounts, as stated in note 
A to their consolidated balance sheet, and their consolidated profit and 
loss statement and statement of surplus for the calendar year 1946, 

3. The balance sheet as of December 31,1946, of Ashton Metal Products 
Company (which corporation is hereinafter referred to as the registrant) 
and its statement of surplus for the calendar year 1946, 

together with the other supporting schedules referred to in said annual 
report. 

In our opinion, such balance sheets and related profit and loss statements 
and statements of surplus and other supporting schedules referred to above 
and hereto annexed, together with the notes attached thereto or appearing 
thereon, present fairly (1) the consolidated position of the registrant and 
its consolidated subsidiaries, the consolidated position of the registrant and 
its 100 per cent owned subsidiaries, and the position of the registrant, all 
at December 31, 1946, and (2) the separate or combined results, as the case 
may be, of their operations for the calendar year 1946, in conformity with 
generally accepted accounting principles which have been applied on a 
basis consistent in all material respects with that of the preceding year. 

KEAN, SWIFT & CO., 

Certified Public Accountants 

New York, April 21, 1947 

ASHTON METAL PRODUCTS CO. 

Financial Statements and Schedules Omitted 

Financial Statements and Schedules omitted for registrant and consolidated subsidiaries: 
Profit and Loss Statement of registrant for the calendar year 1946 
Omitted in accordance with Item 8, I. (6) of Instruction Book for Form lOK for 
Corporations 

Schedule I—Marketable Securities—Other security investments 

Omitted in accordance with rule 5-04, Schedule I (1), (2), and (3) of Regulation S-X 
Schedule III—Investments in securities of affiliates 
Omitted in accordance with rule 5-04, Schedule III (2) of Regulation S-X 
Schedule VII—Intangible assets 

Schedule VIII—Reserve for depreciation and amortization of intangible assets 
Schedule X —Indebtedness to affiliates—Not current 
Schedule XI—Guarantees of securities of other issuers 
Omitted in accordance with Rule 3-03 of Regulation S-X 
Schedule XIII—Capital shares 

Omitted in accordance with Rule 5-04 (a) (1) of Regulation S-X 
Schedule XIV—Warrants or rights 
Schedule XV—Other securities 
Omitted in accordance with Rule 3-03 of Regulation S-X 
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ASHTON METAL PRODUCTS COMPANY 
and Subsidiary Companies 

Notes to Consolidated Balance Sheet 

Note A: Principles Applying in Consolidation 

In order to present the status of the registrant’s interest in subsidiaries where 
the interest owned (directly or through other subsidiaries) is 90 per cent or 
more of the issued stock, the assets and liabilities of said subsidiaries as they 
appear upon the books of said subsidiaries are distributed under appropriate 
headings on the consolidated balance sheet. The interest of minority 
stockholders of a subsidiary, the accounts of which are consolidated, is 
shown on the balance sheet. 

Note B : Inventories of Raw Materials and Manufactured Products 

Brass and steel purchased for further fabrication and machine parts purchased 
for assembling are classified as raw materials. Raw materials which have 
entered into any of the manufacturing processes are classified as manufac¬ 
tured products in process, and those which are completed and ready for 
shipment to customers are classified as finished. 

Inventories of raw materials and manufactured products are calculated at 
first-in first-out cost which is not in excess of current market values. 

Note C : Supplies on Hand 

Supplies on hand, including replacement parts as well as current supply items, 
are carried at cost. 

NoteD: Investment—Basis 

Investments in sundry companies consist of securities permanently held for 
trade purposes and are carried at cash cost or, in the case of securities 
whose value has been definitely determined to be less than cash cost, at an 
approximation to such lower value. 

Note E: Property, Plant, and Equipment—Basis of Valuation 

1. Property, plant, and equipment of the registrant are carried at cash cost or, 

in the case of properties acquired from Goliath Manufacturing Co., acquired 
in part through the issue of common stock without par value and in part 
by the issue of 6 per cent cumulative preferred stock of registrant, at an 
agreed value as approved by the board of directors at the date of acquisi¬ 
tion. 

2. Property, plant, and equipment of subsidiaries (the accounts of which are 

included in this consolidated balance sheet) are carried at cost to such 
subsidiaries. 

3. The values of property, plant, and equipment are shown on the bases 

above set forth and do not indicate current values, which could be 
established only by current appraisals. 

Note F: Method of Extinguishing Discoimt and Expense on Debentures 

Discount and expense on debentures is prorated and written off in equal 
installments over the term of the debentures, except that when debentures 
are purchased the cost of such debentures for the purpose of calculating 
profit or loss is increased by the amount of discount and expense which 
would have applied over the entire remaining life of such debentures. 

Note G: Retirement of Debentures 

Under the sinking fund provisions of the indenture covering the $3,200,000 
five per cent debentures due 1952 of Ashton Metal Products Co., the 
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registrant is permitted, on or before December 31, of each year, to deliver 
to the trustee to be retired and canceled $320,000 par value of the said 
debentmes. No portion of the outstanding debentures has been included 
in current liabilities. 

Note H: Capital Stock 

No shares are reserved for officers and employees nor for options, warrants, 
conversions, or other rights. 

Note I: Equity of Registrant in Consolidated Subsidiaries at December 
31, 1946 

Investments of the registrant in directly owned subsidiaries whose 
accounts are consolidated in the general consolidated balance 

sheet as shown on the books of the registrant amount to.$5,582,600 

The equity of registrant in the net assets of the same consolidated 

subsidiaries as shown on the books of the latter amounts to.... 7,204,568 

The difference represents accumulated profits of such subsidiaries 
arising since the date of first inclusion of the assets and liabilities 
of such subsidiaries in the consolidated balance sheets, which 
accumulation is reflected in the general consolidated balance 
sheet and surplus account, but is not reflected in the balance 


sheet of registrant only.$1,621,968 

Investments of directly owned subsidiaries of the registrant in 

their subsidiaries as shown on books of the former.$1,500,000 

The equity of directly owned subsidiaries in the net assets of their 
subsidiaries as shown on the books of the latter. 1,518,234 


The difference represents accumulated profits of such subsidiaries 
arising since the date of first inclusion of the assets and liabilities 
of such subsidiaries in the consolidated balance sheets, which 
accumulation is reflected in the general consolidated balance 
sheets and surplus accounts for the registrant and its consolidated 
subsidiaries and for the registrant and its 100 per cent owned 
subsidiaries but is not reflected in the balance sheet of the 
registrant only. $ 18,234 

Note to the Reader: See Schedule SW 1, page 357, for composition of figures used 
in Note I above. 








ASHTON METAL PRODUCTS COMPANY AND 100% OWNED SUBSIDIARY COMPANIES 
Consolidated Balance Sheet—December 31, 1946 
(See Notes A to I attached) 
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IXscount and expense on debentures—see note G. $ 50,400 
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ASHTON METAL PRODUCTS COMPANY 
and 100% owned Subsidiary Companies (see Note A) 

Notes to Consolidated Balance Sheet 

Note A: Principles Applying in Consolidation 

Assets and liabilities of subsidiaries which are wholly owned and which owe 
no long-term or funded debt to persons other than the registrant and which 
may be considered in practical effect operating divisions of the registrant, 
itself an operating company, are consolidated in the foregoing balance sheet. 
Coles Manufacturing Co., a subsidiary whose accounts are consolidated in the 
general consolidated balance sheet but are not consolidated in the foregoing 
balance sheet, is not wholly owned. 

In order to present the status of the registrant’s interest in the subsidiaries 
included in this consolidated balance sheet, their assets and liabilities as 
they appear upon the books are distributed under appropriate headings on 
the foregoing consolidated balance sheet. 

Note B: Equity in Subsidiaries not Consolidated 

Investment in Coles Manufacturing Co., a subsidiary which is not wholly 
owned and whose accounts are included in the general consolidated balance 
sheet of the registrant and subsidiaries but not in the balance sheet of the 
registrant and 100 per cent owned subsidiaries, carried at $1,499,350, has 
not been adjusted for the parent’s share of the accumulated profits of such 
subsidiary since date of first inclusion in consolidated balance sheet of reg¬ 
istrant and subsidiaries, which profits at December 31, 1946, amounted to 
$243,960, all of which has been reflected in the general consolidated bal¬ 
ance sheet. 

Note C: Inventories of Raw Materials and Manufactured Products 
See note B to General Consolidated Balance Sheet 
Note D: Supplies on Hand 

See Note C to General Consolidated Balance Sheet 
Note E: Investments—Basis 

See Note D to General Consolidated Balance Sheet 
Note F: Property, Plant, and Equipment—Basis of Valuation 
See Note E to General Consolidated Balance Sheet 
Note G: Method of Extinguishing Discount and Expense on Debentures 
See Note F to General Consolidated Balance Sheet 
Note H: Retirement of Debentures 

See Note G to General Consolidated Balance Sheet 
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Note I: Equity of Registrant in 100 per cent Owned Consolidated Sub¬ 
sidiaries at December 31, 1946 

Investments of the registrant in directly owned subsidiaries whose 
accounts are consolidated in the general consolidated balance 

sheet as shown on the books of the registrant amount to.$4,083,250 

The equity of registrant in the net assets of the same consolidated 
subsidiaries as shown on the books of the latter amount to.... 5,461,258 
The difference represents accumulated profits of such subsidiaries 
arising since the date of first inclusion of the assets and liabilities 
of such subsidiaries in the consolidated balance sheets, which 
accumulation is reflected in the consolidated balance sheet and 
surplus accounts but is not reflected in the balance sheet of 


registrant only.$1,378,008 

Investments of directly owned subsidiaries of the registrant in . 

their subsidiaries as shown on books of the former.$1,500,000 

The equity of directly owned subsidiaries in the net assets of their 
subsidiaries as shown on the books of the latter. 1,518,234 


The difference represents accumulated profits of such subsidiaries 
arising since the date of first inclusion of the assets and liabilities 
of such subsidiaries in the consolidated balance sheets, which 
accumulation is reflected in the consolidated balance sheets 
and surplus accounts for the registrant and its consolidated 
subsidiaries and for the registrant and its 100 per cent owned 
subsidiaries but is not reflected in the balance sheet of the 
registrant only.$ 18,234 


Note to the Reader: See Schedule SW 1, page 357, for composition of figures used 
in Note I above. 
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ASHTON METAL PRODUCTS COMPANY 
(Registrant only) 

Notes to Balance Sheet 

Note A: Equity in Consolidated Subsidiaries at December 31, 1946 
See note I to general Consolidated Balance Sheet 
Note B: Inventories of Raw Materials and Manufactured Products 
See note B to general Consolidated Balance Sheet 
Note C: Supplies on Hand 

See note C to general Consolidated Balance Sheet 
NoteD: Investments—Basis 

See note D to general Consolidated Balance Sheet 
Note E: Property, Plant and Equipment—Basis of Valuation 
See note E to general Consolidated Balance Sheet 
Note F: Method of Extinguishing Discount and Expense on Debentures 
See note F to general Consolidated Balance Sheet 
Note G: Retirement of Debentures 

See note G to general Consolidated Balance Sheet 
NoteH: Capital Stock 

See note H to general Consolidated Balance Sheet 
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ASHTON METAL PRODUCTS COMPANY 
and Subsidiary Companies 
Consolidated Profit and Loss Statement 
Year ended December 31, 1946 
(See notes A to D, attached) 

Sales and earnings. $10,182,785 

Cost of sales: 

Inventories of raw materials and manufactured products at 

beginning of year.$ 1,356,194 

Costs—see Schedule XVI. 7,259,433 

$ 8,615,627 

Inventories of raw materials and manufactured products 

at end of year. 1,449,395 7,166,232 

$ 3,016,553 

Selling expense.$ 479,447 

General and administrative expense. 742,588 

Provision for doubtful accounts. 26,670 1,248,705 

$ 1,767,848 

Other income: 

Dividends received—Schedule XVII.$ 6,770 

Interest received. 5,378 

Profit on retirement of debentures—see note C. 8,900 

Miscellaneous other income. 28,110 _ 49,158 

$ 1,817,006 

Income deductions: 

Interest paid—on long-term debt.$ 100,000 

—on notes payable to bank. 1,500 

“$ 101,500 

Loss on sale of capital assets—see note D. 59,748 

Amortization of debenture discount and expense. 10,000 

Provision for depreciation. 958,492 1,129,740 

$ 687,266 

Provision for Federal income tax. 270,091 

Net income. $ 417,175 

Minority share of income. 8,475 

Consolidated net income. $ 408,700 























308 


AUDIT WORKING PAPERS 


ASHTON METAL PRODUCTS COMPANY 
and Subsidiary Companies 

Notes to Consolidated Profit and Loss Statement 

Note A: Basis 

This statement covers the registrant and subsidiaries where the interest owned 
(directly or through other subsidiaries) is 90 per cent or more of the issued 
stock. (See note A to consolidated balance sheet of registrant and sub¬ 
sidiary companies.) 

Note B: Intercompany Sales and Profits 

Sales of products to affiliates have been eliminated except sales of machinery 
manufactured by Ednor Metal Machinery Co. With this exception the sales 
shown in the consolidated profit and loss statement include only sales to 
others than the registrant and consolidated subsidiaries. 

Sales of machinery to affiliates have not been eliminated as these are not of 
material amount and are carried, for depreciation purposes, at cost to that 
company on books of Ashton Metal Products Co. 

Intercompany profits, where these are material, have been eliminated in the 
consolidated profit and loss statement. The principal intercompany transac¬ 
tions are sales of partly fabricated metals to manufacturing affiliates. The 
inventories of manufacturing subsidiaries include, so far as is ascertainable, 
no intercompany profit. 

Note C: Profit or Loss on Debentures Retired 

Profit or loss on debentures retired is included in the consolidated profit and 
loss statement in order to make the financial statements conform to the 
basis required by United States income tax laws. 

Note D : Profit and Loss on Sale of Capital Assets 

Where profit on sale of capital assets is incidental to ordinary dismantlements 
or retirements of property, plant, and equipment, it is carried into profit 
and loss statements. Losses arising in connection with similar transactions 
are treated in the same manner. 
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ASHTON METAL PRODUCTS COMPANY 
and 100% owned Subsidiary Companies 
Consolidated Profit and Loss Statement 
Year Ended December 31, 1946 
(See Notes A to D, attached) 

Sales and earnings. $9,393,200 

Cost of sales: 

Inventories of raw materials and manufactured products at 

beginning of year. $ 880,280 

Costs—see Schedule XVI. 7,049,282 

$7,929,562 

Inventories of raw materials and manufactured products at 

end of year. 1,031,340 6,898,222 

$2,494,978 

Selling expense. $ 407,085 

General and administrative expense. 617,814 

Provision for doubtful accounts. 15,780 1,040,679 

$1,454,299 

Other income: 

Dividends received—Schedule XVII.$ 74,270 

Interest received. 5,378 

Profit on retirement of debentures—see note C. 8,900 

Miscellaneous other income. 15,630 _ 104,178 

$1,558,477 

Income deductions: 

Interest paid—on long-term debt.$ 100,000 

—on notes payable to bank. 1,500 

$ 101,500 

Loss on sale of capital assets—see note D. 51,468 

Amortization of debenture discount and expense. 10,000 

Provision for depreciation. 772,112 _ 935,080 

$ 623,397 

Provision for Federal income tax. 218,150 

Net income..$ 405,247 
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ASHTON METAL PRODUCTS COMPANY 
and 100% owned Subsidiary Companies 

Notes to Consolidated Profit and Loss Statement 


Note A: Basis 

This statement covers the registrant and subsidiaries which are wholly 
owned and which owe no long-term or funded debt to persons other than 
the registrant and which may be considered, in practical effect, operating 
divisions of the registrant. (See note A to consolidated balance sheet of 
registrant and 100 per cent owned subsidiary companies.) 

Note B : Intercompany Sales and Profits 

See note B to general Consolidated Profit and Loss Statement 
Note C: Profit or Loss on Debentures Retired 

See note C to general Consolidated Profit and Loss Statement 
Note D: Profit and Loss on Sale of Capital Assets 

See note D to general Consolidated Profit and Loss Statement 
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ASHTON METAL PRODUCTS COMPANY 
Statement op Surplus 
Year Ended December 31, 1946 

Consolidated Balance Sheet of Registrant and Subsidiary Companies 

Surplus, December 31, 1945.$2,763,543 

Minority interest. 67,726 $2,695,817 

Net income of the year.$ 417,175 

Minority interest. 8,475 408, 700 

$3,104,517 

Charges to Surplus: 

Cash dividends declared and paid during the year: 

6% cumulative preferred stock. $ 60,000 

Common stock. 258,000 318,000 

Surplus, December 31, 1946.$2,855,218 

Minority interest. 68,701 

Consolidated Surplus, December 31, 1946.$2,786,517 


Consolidated Balance Sheet of Registrant and 100% Owned Subsidiary Companies 

Surplus, December 31, 1945.$2,475,065 

Net income of the year. 405,247 

$2,880,312 

Charges to Surplus: 

Cash dividends declared and paid during the year: 

6% cumulative preferred stock.$ 60,000 

Common stock. 258,000 318,000 

Surplus, December 31, 1946. $2,562,312 


Balance Sheet of Registrant Only 

Surplus, December 31, 1945.$1,019,642 

Net income of the year.. 464,428 

Charges to Surplus: 1,484,070 

Cash dividends declared and paid during the year: 

6% cumulative preferred stock.$ 60,000 

Common stock. 258,000 _ 318,000 

Surplus, December 31, 1946.$1,166,070 
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ASHTON METAL PRODUCTS COMPANY 
Schedule II— Amounts Dub pbom Directors, Officers, and Principal Holders 
OP Equity Securities Other Than Affiliates 


Column A 

Column C 

Column D 

Column E 

Name of debtor 

Additions 

Deductions 

(Collections) 

Balance 
receivable 
December 
31, 1946 
(Current) 

Carl Wynne, Vice-president, Ashton Metal 
Products Co. 

$35,000 

17,500 

17,500 


ASHTON METAL PRODUCTS COMPANY 
Schedule IV—Indebtedness of Affiliates—Not Current 
Balance Sheet of Registrant Only 


Column A Column B Column C 

Balance receivable at Balance receivable at 

Name of affiliate December 31, 1945 December 31, 1946 

Dalton Metal Products Co.$325,450 $199,620 


ASHTON METAL PRODUCTS COMPANY 
Schedule V—Property, Plant, and Equipment 


Column A Column B Column C Column D Column E Column F 

Balance Other Balance 

December 31, Additions Retirements deductions December 31, 
Classifications 1945 at cost or sales (see note) 1946 

Consolidated Balance Sheet of Registrant and Subsidiary Companies 
Land. $ 2,276,530 _ 2,276,530 

Plant and equipment.... $11,223,190 974,187 528,100 39,485(1) 11,629,792 


Consolidated Balance Sheet of Registrant and 100% Owned Subsidiary Companies 
Land. . $ 2,151,530 _ 2,151,530 

Plant and equipment.... $ 9,488,280 774,171 426,270 39,485(1) 9,796,696 


Balance Sheet of Registrant Only 

Land. $ 350,230 _ 350,230 

Plant and equipment.... $ 3,960,690 440,826 312,175 27,090(1) 4,062,251 


Note 1 : Accumulated depreciation to date charged reserve for depreciation at time 
of intercompany transfers of assets. See Schedule VI. 








ASHTON METAL PRODUCTS COMPANY 
Schedule VI— Reserve for Depreciation 
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i: This information applies also to the Balance Sheet of Registrant and 100% owned subsidiaries and to the Balance Sheet of the Registrant only. Additional amounts may not be 




ASHTON METAL PRODUCTS COMPANY 
Schedule XII—Reserves 

Column A Column B Column C Column D Column £ 

Deductions 
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ASHTON METAL PRODUCTS COMPANY 
Schedule XVI—Supplementary Profit and Loss Information 


Column A 

Column B 

Column D 


Charged directly to 
profit and loss 



(1) 

(2) 



To costs or 



Item 

operating 

expenses 

Other 

Total 

Registrant and Subsidiary Companies 


Maintenance and repairs. 

. $448,829 


448,829 

Depreciation. 


$958,492 

958,492 

Taxes, other than income and 

excess 



profits taxes—see note. 

. $161,100 

63,949 

225,049 

Rents and royalties. 

. $ 71,430 


71,430 

Registrant and 100% Owmed Subsidiary Companies 


Maintenance and repairs. 

. $393,440 


393,440 

Depreciation. 


$772,112 

772,112 

Taxes, other than income and 

excess 



profits taxes—see note. 

. $131,600 

47,142 

178,742 

Rents and royalties. 

. $ 59,200 


59,200 


Note: “Taxes, other than income and excess profits taxes” include state franchise 
taxes. Social security taxes are charged to accounts to which related salaries and 
wages are charged and are not included in the amounts shown herein for taxes. 
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ASHTON METAL PRODUCTS COMPANY 
Schedule XVII— ^Income from Dividends—Equity in Net Profit 
AND Loss OP Affiliates 


Column A Column B Column C 

Amount of 
equity in net 
profit and 
loss for the 
Amount of year ended 

dividends December 

Name of issuer and title of issue —cash 31, 1946 

Consolidated Profit and Loss Statement of Registrant and Subsidiary Companies 

Marketable securities. $ 1,700 

Other security investments. . 5,070 

Total. $ 6,770 


Column B 


Name of issuer and title of issue 


Amount of 
dividends 
—cash 


Consolidated Profit and Loss Statement of Registrant 
and 100% Owned Subsidiary Companies 


Coles Manufacturing Co.—Common Capital Stock. 

Marketable securities. 

Oth^r security investments. 

Total. 


S67,500 

1,700 

5,070 

$74,270 


$76,272 


Note to the Reader: The form in which the reports and statements are 
prepared, either for management, stockholders, the Securities and Exchange 
Commission, or for credit grantors, represents accepted current practice at 
December 31, 1946. 

Changes in form and terminology have since taken place, e.gr., in the 
classification of prepaid expenses and in the terminology covering surplus 
and reserves. These changes are not yet fully accepted but, in any event, 
these and similar developments would require no change in the general 
method of preparing the working papers and little change in arrangements 
or content. 

As has been stated before, the various report forms are illustrative and 
representative only. When preparing reports and statements the latest 
forms and regulations of the Securities and Exchange Commission or any 
other regulatory body having jurisdiction should be consulted as well as 
any relevant statements by the American Institute of Accountants or its 
committees. 
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FULTON RAILWAY CO. I EDNOR METAL MACHINERY CO. 
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Chart Showing Relationship op Financial Books 
AND Records of a Consolidated Enterprise to 
Audit Working Papers and to the Various 
Statements and Reports Prepared 
Therefrom 

This chart shows the relationship of financial books and records of a 
consolidated enterprise to audit working papers and to the various state¬ 
ments and reports prepared therefrom. Reading from top to bottom we 
see first the names of the companies, and next a division representing the 
financial books and records. From these, as the arrow leading to the 
division representing the general ledger trial balance indicates, is prepared 
the general ledger trial balance, which is in turn transferred to the classi¬ 
fication of accounts, indicated by a division next below. 

Adjustments, represented by a division to the right oi the general ledger 
trial balance, are shown with arrows pointing both to the financial books 
and records and to the classification of accounts, indicating that adjust¬ 
ments made to the classification of accounts must also be made, although 
not necessarily at the same time, to the financial books and records. This 
refers to adjustments to the accounts of the individual company only. 

Schedules explaining balances of the book accounts appearing on the 
classification of accounts and on the general ledger trial balance are pre¬ 
pared and are referenced to the classification of accounts, as is indicated by 
the arrow pointing from the division representing the classification of ac¬ 
counts to that representing the schedules of book accounts to the left. 
While it is true that the schedules of book accounts are prepared in many 
cases directly from the financial books and records, the arrows are intended 
to indicate not the source of the information, but that the schedules of 
book accounts support and are referenced to the classification of accounts. 

The classification of accounts for Federal income tax is prepared directly 
from the classification of accounts proper, either by adjusting totals as they 
appear in the columns of the classification of accounts or by recopying and 
redistributing the trial balance and adjustments. The Federal income tax 
return is, of course, a statement of the figures thus arrived at on the Federal 
income tax classification. 

The totals of the classification of accounts, as indicated by the solid line, 
are carried directly to the consolidated classification of accounts, repre¬ 
sented by a single division below, and thence directly to the certified 
balance sheet, income account, and surplus account. The appropriate 
information appearing on the schedules of the book accounts is gathered 
together and classified in the consolidated summaries, the purpose of which 
is to collect data for the preparation of the comprehensive report to man- 



CONSOLIDATED REPORTS AND WORKING PAPERS 


agement and Form lOK as filed with the Securities and Exchange Com¬ 
mission. The transfer of the data from the book schedules to the consoli¬ 
dated summaries is indicated on the chart by a broken line. The consoli¬ 
dated adjustments shown as a division immediately below the consolidated 
classification of accounts and consolidated summaries, as the two arrows 
indicate, are carried to those statements before the totals of those state¬ 
ments are used for the preparation of the final reports and accounts. 

The Fulton Railway Co. keeps its books as required by the Interstate 
Commerce Commission. No difficulties are experienced in using accounts 
prepared on that basis in the classification of accounts, and the data re¬ 
quired by the Interstate Commerce Commission may be obtained directly 
from the face of the ledger, as indicated by the solid line connecting the 
division representing these data with the financial books and records of the 
Fulton Railway Co. 
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ASHTON METAL PRODUCTS CO. 
CONSOLIDATED BALANCE SHEET 


December 31, 1946 






HTON METAL PRODUCTS CO. 
Consolidated Income Account 
Year 1946 


CONSOLIDATED REPORTS AND WORKING PAPERS 














Notk: Boldface italics indicate red figures. 




















BROOKE SALES CO. 
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DALTON METAL PRODUCTS CO. 
BALANCE SHEET 
December 31, 1946 










































DALTON METAL PRODUCTS CO. 

Income Account 
Year 1946 
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Per Books 

Cash 

Accounts 
receiv¬ 
able- 
trade, less 
reserve 

Metals and 

manu¬ 

factured 

products 

Supplies 

Prepaid 

expenses 

Dec. 31. 
1945 

Dec. 31. 
1946 

Sieffidd Trust Co—Oeneral. 

40,970 

18,776 

18,776 





—Payroll. 

200 

200 

200 





Petty Cash. 

100 

100 

100 





Accounts Receivable. 

177,180 

132,540 


132,540 




Resffve for Bad Debts. 


t,939 


1,939 




Ashton Metal Products Co. 

IS4,2I9 

129,519 






Dalton Metal Products Co. 

10,990 

27,300 


27,300 




Fulton Railway Co. 

2,129 

3,149 






Fimdied Goods Inventory. 

44,690 

72,380 



72,380 



Goods m Process Inventory. 

77,240 

69.150 



69,150 



Raw Material Inventory— 

23,210 

41.130 



41,130 



Supplies. 

8.670 

5,340 




5,340 


Land. 

20.000 

20.000 






Buildings. 

124,390 

124.390 






Machinery and Equipment. 

367,140 

373,280 






Furniture and Fixtures. 

15,620 

15,980 






Automobiles and Motor Trucks. 

3,200 

3,200 






Reserve for Depreciation. 

232,989 

254,229 






Insurance Unexpired. 

1,930 

3,290 





3,290 

Preptud Expenses. 

480 

550 





550 

Accounts Payable. 

29,249 

29,199 





1 

Wages Payable. 

19,189 

11,912 






Taxes Accrued. 

5,329 

9,287 





1 

Federal Old Age Benefit Tax Withheld 

1,959 

1,979 






Taxes Withheld. 

U59 

1/93 






Cmnmon Capital Stock. 

599,999 

599,9H 






Surplus. 

19,309 

17,556 






Reserve for Federal Income Tax. 


4,449 









19.076 

158,210 

182,660 

5,340 

3.840 

Adjust Fedml Income Tax. 







i 




19,076 

158,210 

182.660 

5.340 

3.840 


t 


Notes: Boldface italics indicate red figures. 
For income account see page 332. 
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EDNOR METAL MACHINERY CO. 

Balance Sheet 

December 31,1946 


Land 

Buildings, 
machin* 
ery, and 
equip¬ 
ment 

Reserve 

for 

depreci¬ 

ation 

Accounts 

payable 

—trade 

Wages 

and 

salari^ 

payable 

lun 

Accrued 

liabilities 

Federal 

income 

tax 

accrued 

Capital 

stock 

Surplus 
Dec. 31. 
1945 

Divi¬ 

dends 

paid 

year 

1946 

Income 

year 

1946 

20,000 

124,390 

373,280 

15,980 

3,200 

254.22$ 

t2$,51$ 

5,14$ 

i 

2$,1$$ 

J,$7$ 

1,7$5 

$,287 1 

4,44$ 

5$$,$$$ 

19,309 

15,000 

l$J53 

20,000 

516,850 

254,22$ 

14$,$75 

11,912 

$,287 

4,44$ 

359 

5$$,$$$ 

19,309 

15,000 

I$J53 

359 


516,850 

254,22$ 

\. 

j I4$,$75 

11,912 

$,287 

4,799 

5$$,$$$ 

19,309 

l■BESI 

1$,394 

1 
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Colestown National Bank: 

General. 

Payroll. 

Petty Cash. 

Accounts Receivable— 

Customers. 

Reserve for Bad Debts... 
Ashton Metal Products 

Co.. 

Dalton Metal Products I 

Co.I 

Fulton Railway Co. 

Employees Accounts Re¬ 
ceivable. 

Frright Claims. 

Fimshed Goods Inventory 
Goods in Process Inven¬ 
tory. 

Raw Materials Inventory 

Supplies. 

Land. 

Buildings.| 

Machinery and Equip¬ 
ment. 

Automobiles and Motor j 

Trucks. 

Furniture and Fixtures... 

Construction. 

Reserve for Depreciation. 

Insurance Unexpired. 

Prepaid Expenses.j 

Accounts Payable. 

Unclaimed Wages. 

Wages Payable. 

Taxes Accrued. 

Federal Old Age Tax 

Withheld. 

Taxes Withheld. 

Reserve for Federal In¬ 
come Tax. 

Capital Stock. 

Dividends Paid. 

Surplus. 

Adjust Federal Income 
Tax. 


Per books 

Cash 

Accounts 

receivable 

—trade, 

less 

reserve 

Metals 

and 

manufac¬ 

tured 

products 

Supplies 

Prepaid 

expenses 

Land 

Dec. 31, 
1945 

Dec. 31, 
1946 

124,130 

72,140 

72,140 






300 

300 

300 






100 

100 

100 






57,480 

67,190 


67,190 





10,389 

12,300 


12,360 





104,340 

232,150 


232,150 





115,140 

127,290 


127,290 





4,370 

5,990 







820 

1,450 


1,450 





1,390 

2,110 


2,110 





26.480 

37,390 



37,390 




27,610 

50,110 



50,110 




436,260 

350,310 



350,310 




30,320 

30,980 




30,980 



125,000 

125,000 






125,000 

220,470 

265,200 







1,470,460 

1,524,170 



! 




30,990 

31,150 







2,170 

2;i70 



1 




10,820 

10,406 

1 






041,250 

752,030 







17,480 

20,550 





20,550 


4,300 

4,480 





4.480 


177,400 

1(5,000 







20 








15,140 

2,9(0 







12,010 

24,588 








1,024 








1,142 







17,500 

50J90 







U50fi00 

1,250,000 








75,000 







077,204 

703,102 









72,540 

417,830 

437,810 

30,980 

25,030 

125,000 



72,540 

417,830 ; 

437,810 

30,980 

25,030 

125,000 










Notes: Boldface italics indicate red Bgures. 
For income account see page 333. 
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COLES MANUFACTURING CO. 

Balance Sheet 
December 31, 1946 






















EDNOR METAL MACHINERY CO. 

Income Account 

Year 1946 
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SSZ 


Balance 


16,753 

16,753 

359 

16,394 


Federal 

income 

tax 

4,440 

4,440 

1 359 

4,799 1 


Depreciation 

and 

obsolescence 

45,220 

45,220 

45,220 


Loss on 
plant sold 
or scrapped 

1,440 

1,440 

1,440 


Selling 

and 

general 

73,660 

72,341 

20,180 

2,045 

1,170 

64,926 

234,322 

234,322 


' Cost of 
sales 

1 

1 

289,580 
‘ 714,330 
134,073 
132,052 

5,060 

13,140 

12,970 

145,140 

102,000 

1,237,405 

1,237,405 


Sales 

1,024,100 

52,370 

16,240 

15,990 

1 

!- 

1,539,580 


Per books 

Year 1946 

1.024,100 

52,370 

16,240 

289,580 

714,330 

134,073 

132,052 

73,660 

72,341 

20,180 

7,105 

45,220 

15,990 

12,140 

1,170 

1.440 
64,926 
12,970 

145,140 

102,000 

4.440 
16,753 


Year 1945 

1,427,340 

27,290 

15,990 

256,370 

647,020 

120,490 

127,930 

64,602 

73,369 

19,140 

5,170 

42,170 

13,240 

10,190 

2,140 

3,290 

58,718 

10,190 

120,970 

145,140 

25,419 



Sales.. . 

Returns and Allowances. 

Sales Freight. 

Direct Labor. 

Direct Materials. 

Manufacturing Expenses. 

Indirect Labor. 

Office Salaries. 

General Expenses. 

Research and Experimental Expense. 

State and Municipal Taxes. 

Depreciation. 

Discounts Allowed. 

Purchase Discounts. 

Bad Debts Expense. 

Profit and Loss on Property Sold, Dismantled, etc.. 

Selling Expense. 

Packing and Shipping Expense. 

Inventories: 

Beginning. 

End. 

Federal Income Tax. 

Balance. 

Adjust Federal Income Tax. 



Boldface italics indicate red figures. 
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Income Account 
Year 1946 
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i: Boldface italics indicate red figures. 
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CONSOLIDATED SUMMARIES 

On pages 335 to 363 following are shown summaries supporting the 
various balance sheet, income, and surplus items prepared from the classi¬ 
fication of accounts and the book schedules. The purpose of these sum¬ 
maries is not so much to support the balance sheet, income, and surplus 
items as to provide the information for their further analysis which is re¬ 
quired in the preparation of the report to management and the annual 
report to the Securities and Exchange Commission. These summaries are, 
as a rule, prepared after the classifications of accounts are completed, al¬ 
though a substantial amount of preliminary work can be done on them if 
desired. 

The working papers of Ashton Metal Products Co. are of a strictly prac¬ 
tical nature. If information is available in one place it is not repeated in 
another. Information which may be taken directly from the classification 
of accoimts is not repeated on a schedule supporting the book accounts, 
while, in turn, information available in schedules supporting the book 
accounts is not repeated on a summary. The summaries are used to bring 
out information, by analysis or synthesis, not available from the face of 
the other papers. For example, no summary is required for the 5 per cent 
debentures of Ashton Metal Products Co. nor for its capital stock. 

It will be observed that pages 335 to 337 give the basis of the entries on 
the consolidated classification of accounts for the various intercompany 
eliminations. It is considered preferable to prepare a summary for these 
entries rather than to attempt to accomplish this by direct distribution on 
the classification of accounts, as the nature and relation of a particular item 
to the consolidated accounts cannot always be known from the information 
contained in the books of the individual company. 

Summary SZZ1, page 365, does not support any balance sheet or income 
account item but is prepared to support the statement of sources and dis¬ 
position of funds used in the report to management. The various sum¬ 
maries are prepared with this statement in view. It is not difficult to sep¬ 
arate items relating to sources and disposition of funds from other items 
when preparing the summaries, but such segregation is frequently difficult 
if it must be made after schedules or summaries have been prepared in 
which no distinction was made between items which should or should not 
appear in this statement. 

Summary SZZ 2, page 366, is prepared to support analyses of income 
appearing in the text of the report to management. These analyses were 
made in the report for this consolidated enterprise principally for the pur¬ 
pose of illustrating the need for preparing suitable working papers to sup¬ 
port whatever figures are rearranged or eliminated in report schedules. 
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Dividends 

paid 

year 1946 

1 1 i 

1 

Income 
year 1946 

33.000 

170,000 

7,000 

15,000 

7,000 

SI 

Surplus 

Dec. 31. 

1945 

483,250 

483,250 

Capital 

stock 

600,000 

2,000,000 

500,000 

1 

eo 

Accounts 

payable 

(afiiliated 

companies) 

5,210 

110,320 

145,200 

1,320 

199,620 

27,300 

10,190 

120,510 

3,140 

622,810 

Investments 

1^1 1 1 

§1.1 g 1 

*>N •.C 

g 

1 

Accounts 

receivable 

(a£filiated 

companies) 

2^ ? S S 

n•a n 

e e» o u» 

t«. Ok tM ^ tSI 

1 


g^*o3 £3’3 2^3’ffl^’3'w’M’® S'TJS'g'g'g'S’S^^’S'Sp’S’S 
CQQHPiHpqQfomQfe-«i5Qfe<<<PQWfaWW*<-«S-«»Jfefc*«50feQQ 


> 

5 






Notb: Boldface italics indicate red figures. 





















ASHTON METAL PRODUCTS CO.—CONSOLIDATED (Continued) 

Balance Sheet Eliminations—Intercompany 

December 31,1946 


AUDIT WORKING PAPERS 


Dividends 

paid 

year lO^fi 

i. II 

oo K. 

1 1 

IS ^ 

S3 

1 

25 


Income 
year 1946 

e> 

Cf 

c- 

> 

1 

232,000 

67,500 

299,500 


Surplus 

Dec. 31, 

1945 

483,250 

483,250 

374,350 

857,600 


Capital 

stock 

1 

1,000,000 

1,000,000 

5,100,000 

1,125,000 

6,225,000 


Accounts 

payable 

(affiliated 

companies) 

622,810 

622,810 

232,150 

127,290 

5,990 

988,240 1 


Investments 

1 

S 5 

(M 

o 

Ok 

<e 

§ 

kT 


Accounts 

receivable 

(affiliated 

companies) 

$ €02,950 
5,210 
1,320 
10,190 
3,140 

o e e o 

0» Ok 

oo **!. 

esT kT 

tN» oo es* 

S 

s' 

Ok 


On 

books Description 

of 

Forward. 

Fulton: Current account with.Ashton 

Brooke 

Dalton 

Ednor 

Capital Stock owned by.Ashton 

Dalton 

Dividends paid to.Ashton 

Dalton 

Ashton and 100% owned subsidiaries. 

Ashton: Account with.Coles 

Investment in.Coles 

Dividends received from.Coles 

Dalton: Current account with.Coles 

Fulton: Current account with.Coles 

Coles: Current account with.Ashton 

Dalton 

Fulton 

Capital Stock owned by.Ashton 

Surplus when purchased by.Ashton 

Dividends paid to.Ashton 



earned to the consolidated classification of accounts. 
Note: Boldface italics indicate red figures. 
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• pN W 


Sq6 ^ 


'^'31 g 

!l!l 

Sg a 0 
11 
« SI ^ 

^ C> g H 

||I g 

4 s I 

II 


balance sheet and in preparation of page 15 of report to management. 
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AUDIT WORKING PAPERS 


SC 2 

ASHTON METAL PRODUCTS CO.—CONSOLmATED 
Summary op Accounts Receivable—^Affiliates 

December 31,1946 


On 

books 

of 

Receivable 

from 

Amount 

Inter¬ 

company 

accounts 

which 

agree 

Inter¬ 
company 
accounts 
which 
do not 
agree 

Inter¬ 
company 
accounts 
which 
agree— 
100% 
owned 
companies 

Total 

Items 

Ashton 


$430,450 






Brooke 


110,320 

110,320 


110,320 


Dalton 



199,620 


199,620 


Ednor 


Bnwinp 

120,510 


120,510 

Brooke 


— 

— 




Dalton 


145,200 






Brooke 



145,200 


145,200 

Ednor 


27,300 






Dalton 



26,200 

1,100 

27,300 


Adjustment 







Dalton 



1,100 

IJOO 


Fulton 


25,850 






Ashton 



5,210 


5,210 


Brooke 





1,320 


Ednor 


3,140 



3,140 


Coles 







Dalton 


10,190 



10,190 



628,800 



— 

622,810 

Coles 


359,440 






Ashton 







Dalton 








$988,240 


988,240 

— 




SCI 






Note to the Reader: This schedule is prepared to determine the amount of inter¬ 
company accounts receivable that should be eliminated against intercompany payables, 
Schedule SO 2, and is prepared in most cases from items appearing on the trial balances 
of individual companies. Where this detail is insufficient, the analysis furnished by the 
schedules of book accounts is used. 

Note: Boldface italics indicate red figures. 
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SC 3 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 
Summary op Reserve for Doubtful Accounts 
December 31, 1946 

Information required for Schedule XII, 
Form lOK 



Balance 
Dec. 31, 
1945 

Additions 
charged to 
income 

Bad 

accounts 
charged to 
reserve 

Balance 
Dec. 31, 
1946 

Ashton. 

$ 2,105 ’ 
18,340 
1,510 
1,360 

600 

12,240 

1,770 

1,170 

20S 

2,860 

170 

900 

2,500 

27,720 

3,110 

1,630 

Brooke. 

Dalton. 

Ednor. 

Ashton and 100% owned. 

Coles. 

23,315 

10,380 

15,780 

10,890 

4,135 

8,910 

34,960 

12,360 

Consolidated. 

$33,695 

26,670 

13,045 

47,320 




SCI 


Note: Boldface italics indicate red figures. 
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S4i 


SD 1 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 

SUMMABT OF INVENTORIES 
December 31, 1946 



Total 

Finished 

In 

process 

Raw 

materials 

ARht.nn. 

$ 568,500 
280,180 
182,660 

322,970 

108,870 

72,380 

245,530 

171,310 

69,150 

41,130 

Dalton. 

Ednor. 

Ashton and 100% owned. 

1,031,340 

437,810 

504,220 

485,990 

87,500 


Coles. 

Per books.,. 

Eliminate intercompany profit SD 2. . 

Per published and per Form lOK.... 

1,469,150 

19,755 

504,220 

573,490 

19,755 

391,440 

$1,449,395 

504,220 

553,735 

391,440 






Details of finished—^for report to management: 



Total 

Machine 

parts 

Die 

stampings 

Screw 

machine 

products 

Machinery 

Ashton. 

$322,970 

108,870 

72,380 

68,280 

23,240 

123,860 

42,130 

130,830 

43,500 

72,380 

Dalton. 

Ednor. 

As above. 

$504,220 

91,520 

165,990 

174,330 

72,380 








Details of in process—^for report to management: 



Total 

Machine 

Die 

Screw 

machine 

products 

Ma¬ 

chin¬ 

ery 

Partly fabricated 


parts 

stampings 

Steel 

Brass 

Ashton 

Dalton 

Ednor 

Coles 

Intercompany: 
Ashton SD 2 
Dalton SD 2 

$245,530 

171,310 

69,150 

87,500 

12,059 

7,696 

49,080 

38,140 

18,190 

13,670 

33,010 

27,320 

69,150 

105,000 

61,450 

48,030 

8,400 

5,016 

40,250 

30,730 

39,470 

3,659 

2,680 

As above.... 

$553,735 

87,220 

31,860 

60,330 

69,150 

201,064 

104,111 










Details of raw materials—^for report to management: 



Total 

Steel 

Brass 

Machinery 

parts 

Ednor. 

$ 41,130 
350,310 

204,380 

145,930 

41,130 

Coles. 

As above. 

$391,440 

204,380 


41,130 



MM— — i 




Note to the Reader : This schedule is a summary of inventory totals as they app>ear 
on the individual companies’ classifications of accounts and provides the figures re> 
quired for Form lOE and for page 17 of the report to management. 

Note : Boldface italics indicate red figures. 




































ASHTON METAL PRODUCTS CO.—CONSOLIDATED 
Calculation op Intercompany Profit in Inventory 

December 31,1946 


CONSOLIDATED BEPOETS AND WQBKING PAPERS $43 
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3U 


SEl 

ASHTON METAL PRODUCTS CO—CONSOLIDATED 
Summary op Supplies on Hand 
December 31, 1946 


Details for report to management 



Total 

Operating 

supplies 

Spare 

parts 

Repair 

supplies 

Ashton. 

$ 50,290 

25,275 

10,480 

14,535 

Dalton. 

31,660 

18,820 

9,630 

3,210 

Ednor. 

5,340 

2,680 

1,844 

816 

Fulton. 

43,300 

13,410 

9,210 

20,680 

Ashton and 100% owned. 

130,590 

60,185 

31,164 

39,241 

Coles.. 

30,980 

10,640 

11,563 

8,777 

Per books and published. 

$161,570 

70,825 

42,727 

48,018 







Note to the Reader: This schedule provides the figures for page 19 of the report to 
management. 


SGI 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 
SuMM.\RY OF Prepaid Expenses 
December 31, 1946 


Details for report to management 



Total 

Unexpired 

insurance 

Miscellaneous 

Ashton. 

$ 26,585 

22,135 

4,450 

Brooke. 

11,520 

4,380 

7,140 

Dalton. 

32,090 

26,580 

5,510 

Ednor. 

3,840 

3,290 

550 

Fulton. 

5,430 

450 

4,980 

Ashton and 100% owned. 

79,465 

56,835 

22,630 

Coles. 

25,030 

20,550 

4,480 

Per books and published. 

i 

$104,495 

77,385 

27,110 


Note to the Reader: This schedule provides the details shown on page 22 of the 
report to management. 




















ASHTON METAL PRODUCTS CO.—CONSOLIDATHED 

Summary of Security Count 
December 31, 1946 
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S46 

SI 2 

ASHTON METAL PRODUCTS CO. 

Secubity Count 
1946 

Securities marked A—Counted in vault of Ashton State Bank & Trust Co., 
January 2, 1947, between 9 a.m. and 10:30 a.m. by R. E. Swift in the presence 
of Messrs. Carton and Brewster. 

Securities marked B—Seen in Treasurer’s office January 2, 1947, at 11 a.m. by J. E. 
Kean. 

(The above is a cover sheet for the detail security count schedules following.) 

SI 3 

ASHTON METAL PRODUCTS CO. 

Security Count 
December 31, 1946 



In name of 

Certificate 

number 

Units— 
par value 
or shares 


Bosthaven Rapid Transit Co, 

6% sinking fund gold bonds 

Due 1952 

Interest dates—Mar., Sept. 1 


601-filO 

10,000 


Coupons attached: 

No. 19—Mar. 1, 1947, to 

No. 30—Sept. 1, 1952 

Certificate of Ashton State Bank & Trust Co. seen 



Brooke Sales Co, 

Common stock 

Authorized $600,000 

T. Cringle —endorsed 

1 

1 

A 

Par value $100 

S. Carton —endorsed 

2 

1 

A 


E. Drood —endorsed 

3 

1 

A 


E. Frome —endorsed 

4 

1 

A 

Coles Manufacturing Co, 

Ashton 

5 

5,996 

6,000 

A 

(k)mmon stock 

Authorized $1,250,000 

Ashton 

361 

10,000 

A 

Par value $ 50 

Ashton 

362 

10,000 

A 


Ashton 

363 

1,000 

A 


Ashton 

364 

1,000 

A 


Ashton 

365 

495 

A 


E. Frome —endorsed 

366 

1 

A 


C. Wynne —endorsed 

367 

1 

A 


I. Crane —endorsed 

368 

1 

A 


E. Drood —endorsed 

369 

1 

A 


A. B. Coles—endorsed 

370 

1 

A 


22,500 
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SI 4 

ASHTON METAL PRODUCTS CO. 

Secubitt Count 
December 31,1946 

Units— 



Certificate 

par value 


In name of 

number 

or shares 


Dalton Country Club 

6% preferred stock 

Par value $100 Ashton 

3 

10 

A 

Dalton Metal Products Co, 

Common stock 

Authorized $2,000,000 C. Wynne —endorsed 

64 

10 

A 

Par value $100 S. Carton —endorsed 

65 

10 

A 

E. Frome —endorsed 

66 

10 

A 

T. Cringle —endorsed 

67 

10 

A 

I. Crane —endorsed 

68 ' 

10 

A 

Ashton 

71 

950 

A 

Ashton 

73 

9,000 

A 

Ashton 

74 

10,000 

20,000 

A 

Ednor Metal Machinery Co. 

Common stock 

Authorized $500,000 F. E. Edwards —endorsed 

29 

1 

A 

Par $50 Q. R. Norwood —endorsed 

30 

1 

A 

E. Frome —endorsed 

31 

1 

A 

S. Carton —endorsed 

32 

1 

A 

Dalton 

33 

9,996 

10,000 

A 

Eagle Aircraft Corpn. 

Common stock 

No par value Ashton 

842 

439 


Ashton 

936 

1 


Ashton 

1,113 

540 


Ashton 

486 

20 

1,000 


Sold in 1946 

Fairfax Screw Machinery Corpn. 

Common stock 

Par value $100 Ashton 

463 

250 

A 

Ashton 

513 

249 

A 

E. Frome —endorsed 

514 

1 

A 


500 



S48 
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SIS 

ASHTON METAL PRODUCTS CO. 

Security Count 
December 31, 1946 





Units— 



Certificate 

par value 


In name of 

number 

or shares 

Fulton Railway Co. 





Common stock 





Authorized $2,000,000 

E. Frome —endorsed 

31 

1 

A 

Par value $100 

C. Wynne —endorsed 

32 

1 

A 


T. Cringle —endorsed 

33 

1 

A 


Ashton 

34 

5,000 

A 


Ashton 

35 

2,000 

A 


Ashton 

36 

2,000 

A 


Ashton 

38 

1 

A 


Ashton 

39 

5 

A 


Ashton 

40 

990 

A 


S. Lapham—endorsed 

41 

1 

A 


Dalton 

42 

10,000 

A 




20,000 


Glory Gold Mines^ Inc. 





Common stock 





Par value $ 1 

Ashton 

8 

5,983 

B 


Ashton 

11 

7 

B 


Ashton 

17 

10 

B 




6,000 


Metal Industries Foreign Export Assn. 




Common stock 





Par value $ 25 

Ashton 

8 

50 

A 


Ashton 

9 

25 

A 


Ashton 

13 

25 

A 




100 


7% preferred stock 





Par value $100 

E. Frome —endorsed 

4 

10 

A 

New Era Railroad Co. 





6% general mortgage bonds 





Due 1946 


M 15 to 



Interest dates—Apr. 1, Oct. 1 


M 19 

5,000 




A 46 

5,000 




A 57 

5,000 




A 98 

5,000 



Redeemed in 1946 


20,000 
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In name of 


New Coast Steamship Co. 

Common stock 

Par value $100 Ashton 

Ashton 

Ashton 

Ashton 

Ashton 

Ashton 

Preferred stock—6% 

Par value $100 Ashton 

Ashton 

Ashton 

Northeastern Amalgamated Mfg. Co. 

4% gold bonds 

Due 1975 

Interest dates—Feb., Aug., 15 

Coupons attached: 

No. 23—Feb. 15, 1947, to 
No. 80—Aug. 15, 1975 


SI 6 


ASHTON METAL PRODUCTS CO. 

Security Count 

December 31,1946 

Units— 

Certificate 

par value 

number 

or shares 

12 

100 A 

13 

100 A 

14 

100 A 

15 

100 A 

16 

100 A 

48 

500 A 
1,000 

38 

350 A 

39 

350 A 

43 

0 0 

M 438 to M 441 

4,000 

M 512 

1,000 


5,000 


Certificate of Ashton State Bank and Trust Co. seen 
Oceanic Bank & Trust Co. 

Common stock 

Par value $100 Ashton 11 250 A 
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Sir 

ASHTON METAL PRODUCTS CO. 

Sbcubitt Count 
December 31,1946 



Certificate 

IJnits~" 
par value 

In name of 

number 

or shares 

Old Line Railroad Co. 

refunding and general mortgage gold bonds 

M 239 to 


Due 1991 

M 248 

10,000 

Interest dates—May, Nov. 1 

VM 670 

10,000 

Coupons attached: 

No. ll—May 1, 1947, to 


20,000 

No. 100—Nov. 1, 1991 

Certificate of Ashton State Bank and Trust Co. seen 

Premier Manufacturing Co. 

Preferred stock—6% 

Par value $100 E. Frome —endorsed 

8 

100 A 

Common stock 

Par value $100 E. Frome —endorsed 

347 

100 A 

E. Frome —endorsed 

763 

100 A 

Southeast American Utilities Corp. 

4% gold bonds 

M 92 

200 

1,000 

Due 1986 

M 95 

1,000 

Interest dates—Apr. 1, Oct. 1 

M 97 to 

Coupons attached j 

M 99 

3,000 

No. 21—Apr. 1, 1947 to 

N 4 

10,000 

No. 100—Oct. 1, 1986 

N 11 

10,000 

Certificate of Ashton State Bank and Trust Co. seen 

25,000 
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SIS 

ASHTON METAL PRODUCTS CO. 

Security Count 
December 31,1946 



Certificate 

Units^ 
par value 

In name of 

number 

or shares 

Steel and Iron Fabricaiors, Inc. 

Common stock 

Par value $ 50 Ashton 

848 

190 A 

Ashton 

912 

5 A 

Ashton 

915 

5 A 

Thames and Connecticut Railway Co. 


200 

6% debentures 

N 838 to 


Due 1950 

N 860 

23,000 

Interest dates—Jan., July 1 

N 861 

1,000 


N 863 

1,000 

Called in 1946 


25,000 


United General Co. 
Common stock 
No par value 


Ashton 


MC 468 


100 A 



AUDIT WORKING PAPERS 
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SLl 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 

SUMMAKY OF RESERVE FOR DEPRECIATION 

December 31, 1946 



Balance 
Dec. 31, 
1945 

Balance 
Dec. 31, 
1946 

Increase 

Depre¬ 

ciation 

charged 

income 

Depre¬ 
ciation 
on plant 
transfers 
to 

affiliates 

Depre¬ 
ciation 
on plant 
sold or 
scrapped 

Ashton. 

$1,632,558 

48,760 

1,605,160 

233,080 

517,380 

1,657,008 
54,730 
1,915,640 
254,220 
552,120 ! 

24,450 

5,970 

310,480 

21,140 

34,740 

305,279 

15,840 

326,850 

45,220 

78,923 

26,730 

10,635 

2,020 

100 

254,099 

9,870 

5,735 

22,060 

44,083 

Brooke. 

Dalton. 

Ednor. 

Fulton. 

Ashton and 

100% owned. . 
Coles. 

4,036,938 

641,250 

4,433,718 

752,630 

396,780 

111,380 

772,112 

186,380 

39,485 

335,847 

75,000 

Per books and 
published. 

$4,678,188 

5,186,348 

508,160 

958,492 

39,485 

410,847 








Note to the Reader: This schedule provides figures required for schedule VI of 
Form lOK and for page 26 of the report to management. 


Note: Boldface italics indicate red figures. 


SOI 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 
Summary of Accounts Payable—Trade 
December 31, 1946 



Total 

Inter¬ 

company 

Trade 

Accounts* 

Unclaimed 

Dividends 

Ashton. 

$ 471,594 

237,360 

233,864 

370 

Brooke. 

271,767 

256,840 

14,927 


Dalton. 

740,072 

364,400 

375,672 


Ednor. 

146,673 

123,650 

23,023 


Fulton. 

26,667 


26,667 


Ashton and 100% owned. 

1,656,773 

982,250 

674,153 

370 

Coles.' 

162,706 

5,990 

156,716 


Per books. 

1,819,479 

988,240 

830,869 

370 

Intercompany accounts. 

988.240 

988,240 



Transfer imclaimed dividends 



370 

370 

Per published. 

$ 831,239 


831,239 

— 

Ashton and 100% owned. . . . 

$1,656,773 

982,250 

674,153 

370 

Intercompany accounts. 

622,810 

622,810 



Transfer unclaimed dividends 



370 

370 

Per Form lOK. 

$1,033,963 

359,440 

674,523 

— 







* Includes taxes withheld from employees. 
Note: Boldface italics indicate red figures. 
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SO 2 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 
Summary op Accounts Payable—Affiliates 
December 31, 1946 


On 

books of 

Payable 

to 

Amount 1 

Inter¬ 
company 
accounts 
which agree 

Inter¬ 
company 
accounts 
which do 
not agree 

Inter¬ 
company 
accounts 
which agree— 
100% owned 
companies 

Total 

Items 

Ashton 


$237,360 






Fulton 


5,210 

5,210 


5,210 


Coles 


232,150 

232,150 



Brooke 


256,840 






Ashton 


110,320 

110,320 


110,320 


Dalton 


145,200 

145,200 


145,200 


Fulton 


1,320 

1,320 


1,320 

Dalton 


363,300 






Ashton 


199,620 

199,620 


199,620 


Coles 


127,290 

127,290 




Ednor 


26,200 

26,200 


26,200 


Fulton 







Adjust¬ 







ment 


10,190 

10,190 


10,190 


Ednor 

1,100 

1,100 

1,100 


1,100 

Fulton 







Ednor 


123,650 






Ashton 


120,510 

120,510 


120,510 


Fulton 


3,140 

3,140 


3,140 



982,250 


982,250 


622,810 

Coles 


5,990 






Fulton 


5,990 

5,990 





$988,240 


988,240 











Note to the Reader: See Schedule SC 2 . 
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SQl 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 
Summary of Accrued Liabilities 
December 31,1946 



Total 

Real-estate 
and personal 
property taxes 

Social 

security 

taxes 

State 

franchise 

taxes 

Miscel¬ 

laneous 

state 

taxes 

Accrued 

interest 

Accrued Taxes: 
Ashton. 

$ 25,518 
4,282 
27,039 
6,287 
9,526 

2,783. 

15,120 

1,175 

5,146 

11,675 

654 

5,686 

4,122 

2,751 

13,843 

845 

6,233 

990 

1,629 


Rrooke. 

Dalton. 

Ednor. 

Fulton. 

Ashton and 

100% owned.. 
Coles. 

72,652 

24,588 

24,224 

14,370 

24,888 

3,878 

21,911 

6,340 

1,629 


Total. 

97,240 

38,594 

28,766 

28,251 

1,629 


Accrued Interest 
Payable: 

Ashton. 

24,292 





24,292 

Per books and 

published. 

$121,532 

38,594 

28,766 

28,251 

1,629 

24,292 





-, . 



Note to the Reader: This schedule provides figures required for pages 31 and 32 of 
the report to management, Chap. XII. 














366 


AUDIT WORKING PAPERS 


SUl 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 
Summary of Minority Interest 
December 31, 1946 



Total 
net assets 

Shares 

Per cent 

Minority 

interest 

Minority Interest in 

Coles Manufacturing Co.: 

1945 Dec. 31—Total net assets.... 

—Minority interest. . . 

1946 —Acquired by Ashton. 

—Net income. 

—Surplus adjustments 
—Dividends. 

$1,927,264 

None 

84,747 

None 

75,000 

2,500 

10.00 

192,726 

None 

8,475 

None 

7,500 

1946 Dec. 31—Total net assets.... 

$1,937,011 



193,701 

—Minority interest. . . 
—Owned by Ashton. . 


2,500 

22,500 

10.00 

90.00 




25,000 

100.00 








Dec. 31, 
1946 

Dec. 31, 
1945 



Proof: 

Capital Stock. 

Surplus. 

$1,250,000 

687,011 

1,250,000 

677,264 

i 


As above. 

$1,937,011 

1,927,264 



* 






Note to the Reader: This schedule provides figures used for equity of minority 
stockholders on the consolidated classification of accounts and for page 36 of the report 
to management. 

Note: Boldface italics indicate red figures. 
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i; Boldface italics indicate red figures. 
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SAAl 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 

Summary of Sales 
Year 1946 




Details for report to management 



Total 

Sales of products 

Freight 


Gross 

sales 

Returns 

and 

allowances 

Freight 

out 

Discount 

revenues 

1 

Ashton. 

$ 4,566,360 
2,960,970 
1,539,580 
326,290 

4,895,340 

3,254,760 

1,624,180 

172,150 

147,390 

52,370 

124,390 

114,980 

16,240 

32,440 

31,420 

15,990 


Dalton. 


Ednor. 


Fulton. 

326,290 






Ashton and 
100% owned. 
Coles. 

9,393,200 

3,518,335 

9,774,280 

3,575,165 

371,910 

27,300 

255,610 

13,080 

79,850 

16,450 

326,290 



Per books. 

Intercompany 
sales. 

12,911,535 

2,728,750 

13,349,445 

2,728,750 

399,210 

268,690 

96,300 

326,290 

Intercompany 
freight. 


241,750 


241,750 

Per published.. 



399,210 

26,940 

96,300 

84,540 

Ashton and 







100% owned 
—as above... 

$ 9,393,200 

9,774,280 

371,910 

255,610 


326,290 

Intercompany 
freight. 




229,610 


229,610 


$ 9,393,200 


371,910 


79,850 






EiiibS 


1 


Note to the Reader: This schedule provides figures required for the consolidated 
profit and loss statements shown in Form lOK and for page 39 of the report to manage¬ 
ment, Chap. XII. 

Note; Boldface italics indicate red figures. 
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Total 

Detaib for report to management 

Materials 

used 

Direct 

labor 

I 

Manufac¬ 

turing 

costs 

Change in 
inventory — 
finished and 
in process 

Railway 

operating 

expense 

Ashton. 

S 3,323,165 

1,711,730 

979,076 

673,899 

41M0 


Dalton. 

2,118,737 

974,350 

619,364 

554,353 

29,330 


Ednor. 

1,237,405 

683,270 

289,580 

284,155 

19,600 


Fulton. 

218,915 





218,915 

Ashton and 100% owned... 

6,898,222 

3,369,350 

1,888,020 

1,512,407 

90,470 

218,915 

Coles. 

2,991,441 

2,466,500 

270,505 

287,846 

33,410 


Per books. 

9,889,663 

5,835,850 

2,158,525 

1,800,253 

123,880 

218,915 

Intercompany purchases. 

2J28J5$ 

2J28J50 





Intercompany profit in inventory. -. 

! 5,319 

5,319 





Per published. 

S 7,166,232 

3,112,419 

2,158,525 

1,800,253 

123,880 

218,915 

Ashton Metal Products Co.: 







Direct labor. 

$ 979,076 


979,076 




Indirect labor. 

286,203 



286,203 



Manufacturing expenses. 

209,901 



209,901 



Repair expenses. 

185,275 



185,275 



Steel purchased. 

1,109,300 

1,109,300 





Brass purchased. 

642,400 

642,400 





Purchase discounts. 

7,480 



7,480 



Change in inventory: 







Finished goods... 

3,430 




3,430 


Goods in process. 

38,110 




38,110 


Raw materials. 

39,870 

39,070 






% 3,323,165 

1,711,730 

979,076 

673,899 

41,540 










* Taxes do not include social security taxes, which in most cases have been charged to accounts to which the related 
wages have been charged. 

Note to the Beader: This schedule provides figures required for profit and loss statements of Form lOK and for 
Schedule XVI of Form lOK, as well as figures for costs shown on page 39 of the report to management. This is made up 
partly from the classifications of accounts of the subsidiary companies and partly from the schedules of book accounts, 
as is indicated by the summary shown for Ashton Metal Products Co. Similar details would, in actual practice, need 
to be collected for each company. It also supports pages 40 and 41 of the report to management. Chap. XII. 

Note: Boldface italics indicate red figures. 
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SBB 1 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 

SmiMABT OF Cost of Sai.es 

Year 1946 



Details for profit and loss statements, 
Form lOK 


Details of costs for Schedule XVI, Form lOK 


Inventory 

beginning 

Inventory 

end 

Costs 

Taxes other 
than Federal 
income 
taxes* 

Repairs 

Rents and 
royalties 

Other 

costs 


486,990 

248,150 

146,140 

568,500 

280,180 

182,660 

3,404,675 

2,150,767 

1,274,925 

218,915 

41,272 

60,600 

5,060 

24,668 

185,275 

123,212 

26,583 

58,370 

5,200 

54,000 

3,172,928 

1,912,965 

1,243,282 

135,877 


880,280 

490,350 

1,031,340 

437,810 

7,049,282 

2,938,901 

131,600 

29,500 

393,440 

55.389 

59,200 

12,230 

6,465,042 

2,841,782 


1,370,630 

I4J3S 

1,469,150 

19,755 

9,988,183 

2,728,750 

161,100 

448,829 

71,430 

9.306,824 

2J28J50 


1,356,194 

1,449,395 

7,259,433 

161,100 

448,829 

71,430 

6,578,074 


319,540 

62,170 

105,280 

322,970 

100,280 

145,250 

979,076 

286,203 

209,901 

185,275 

1,109,300 

642,400 

7,480 

41,272 

1 

185,275 

6,200 

979,076 

286,203 

163,429 

1,109,300 

642,400 

7,480 


486,990 

568,500 

3,404,675 





■■■■■ 

[■■■■■ 




Lhhi 
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SCCl 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 

SUBiMART OF INTEREST AND DIVIDENDS RECEIVED 

Year 1946 



Total 

Dividends received 

Interest 

Inter¬ 

company 

Marketable 

securities 

Other 

invest¬ 

ments 

Ashton. 

$288,158 





Brooke. 






Dalton. 






Fulton. . 






Coles. 






Other securities. 



1,700 

5,070 

3,850 

Time deposit. 





50 

Amortizable bond premium.. 





12 

Brooke. 



i 



Notes and accounts. 





1,490 

Dalton. 






Ednor. 






Fulton. 






Per books.1 

311,648 

299,500 

1,700 

5,070 

5,378 

Intercompany dividends. 


299,500 




Per published. 

Transfer for Form lOK. 

Per Form lOK. 

12,148 

mu 


i| 

5,378 

$ 12,148 



— 

5,378 




■■■■■ 



Note to the Reader: This schedule provides figures required for Schedule XVII 
of Form lOK and for page 42 of the report to management, Chap. XII. 

Note: Boldface italics indicate red figures. 
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SDDl 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 
Summary of Miscellaneous Income 
Year 1946 



Total 

Details for report to management 

Commis¬ 

sions 

inter¬ 

company 

Rents 

received 

Lunch¬ 

room 

opera¬ 

tions 

Miscel¬ 

laneous 

Shown 

separately 

Ashton. 

$ 10,420 


9,500 


140 


Profit on sale of 







marketable securities 






780 

Brooke. 

395,939 


4,200 


210 


Ashton. 


236,160 





Dalton. 


155,369 





Dalton. 

490 


800 

430 

120 


Fulton. 

310 


310 




Ashton and 100% 



Mil 




owned. 

407,159 

391,529 


430 

470 

780 

Coles. 

12,480 ! 


■Miixil 

240 

420 


Profit on sale of 



mu 




supplies. 






1,820 

Per books. 

419,639 

391,529 

24,810 

jv^HI 

890 

2,600 

Intercompany 




■||H 



commissions. 

391,529 

391,529 





Per published. 



24,810 


890 

2,600 




■■■Hi 





Note to the Reader: This schedule provides figures required for Form lOK and 
for page 43 of the report to management, Chap. XII. 

Note: Boldface italics indicate red figures. 
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Consolidated 

December 31, 
1945 

balance sheet 

December 31, 
1946 

i 

Change 

i 

Cash and 
cash assets— 
net change 


$ 972,955 

895,347 

77J608 

77,508 

Marketable securities. . 

110,950 

113,238 

2,288 

2,288 

Notes and accounts receivable—trade. 

1,085,045 

991,170 

93J875 

93,875 

Inventories. 

1,356,194 

1,449,395 

93,201 

93,201 

Supplies. 

168,340 

161,570 

6,770 

5,770 

Accounts receivable from oflicers and directors. 


17,500 

17,500 

17,500 

Prepaid expenses. 

95,640 

104,495 

8,855 


Discount and expense on debentures. 

70,000 

50,400 

iMao 


Investments.. 

236,890 

236,890 



Land. 

2,276,530 

2,276,530 



Buildings, machinery, etc. 

11,223,190 

11,629,792 

406,602 


Reserve for depreciation. 

1678,188 

5J86,348 

508,160 


Patents. 

10 

10 



Notes payable—banks. 

m,m 

35,000 

65,000 

65,000 

Accounts payable—trade. 

898,146 

831,239 

66,901 

66,901 

Wages and salaries payable. 

$7,967 

99,309 

11,352 

11,352 

Accrued liabilities. 

116,390 

121,532 

11,142 

11,142 

Dividends payable. 

36,606 


30,000 

30,000 

Federal income tax accrued. 

79,926 

270,091 

199,165 

190,155 

5% debentures. 

2,240,000 

1,920,000 

320,000 


Minority interest. 

192,726 

mm 

975 


Capital stock. 

6,482,600 

6,482,600 



Surplus—beginning. 

2,695,817 

2,695,817 



—income . 


408,709 

408J90 


—dividends paid . 


318,000 

318,000 






1 116,022 


* This represents the amount of bond discount and expense on bonds retired, 
t Depreciation on buildings, machinery, and equipment sold, transferred, and scrapped. 

Note to the Reader: This schedule is not, in reality, part of the audit working papers but is a device by which a statement 
of sources and disposition of funds may be prepared. It provides the figures used on page 4 of the report to management, 
Chap. Xll. The analysis of the changes in the balance sheet is obtamed from the various consolidated summaries affected 
which have been made up with the separation of the elements into cash and other than cash in mind. 

Note: Boldface italics indicate red figures. 
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SZZl 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 

Sources and Disposition op Funds Statement 

Year 1946 


Cash 

profit 

Cash received 
for sale of 
equipment 

Cash 

expended 

Depreciation 

Loss on 
sale of 
equipment 

Profit on 
retirement of 
debentures 

Debenture 
discount and 

expense 
written off 

Contra 
(see note be¬ 
low) 



8,855 


1 


10,000 

9 , 000 * 


57,505 

974,187 

858,492 

59,748 



050,JJ2t 

450,332t 

8f47S 


301,500 

7,500 



8,900 


9,600* 

1,428,040 

1 

318,000 

958,492 

59,748 

8,900 

10,000 


1,430,515 

57,505 

1,610.042 

- 

- 

- 

- 

- 












SZZ2 

ASHTON METAL PRODUCTS CO.—CONSOLIDATED 
Summary op Operating Expenses, 
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CHAPTER XIII 


WORKING PAPERS FOR LARGER CONSOLIDATIONS 
Mechanical Difficulties 

Some of the problems of consolidated accounts are involved in the hypo¬ 
thetical enterprise, the accounts of which form the basis for the working 
papers described in this book. However, other difficulties appear when a 
large number of companies are to be combined. These are accentuated 
when the information is not all available at one time and is not presented 
by the various constituent companies in the same form or under the same 
classifications. 

There are serious mechanical difficulties involved in reducing a mass of 
detailed figures, prepared by different men at different places, to a satis¬ 
factory degree of uniformity and order. These difficulties are most notice¬ 
able in the first audit of a group of newly consolidated companies or in the 
consolidation for reorganization or financing of a number of previously 
unrelated companies. 

The principles according to which a consolidated balance sheet should 
be drawn up have been enunciated and illustrated by writers of varying 
degrees of authority and lucidity. All the ground may not have been 
fully covered and all controversial points on consolidated accounts may not 
yet be decided. There is, notwithstanding, sufficient information at hand 
for the practitioner to establish a reasonable theoretical basis for consoli¬ 
dating the accounts of several affiliated or controlled companies and to 
support his basis by citations from recognized authorities. However, if 
his problem is in any way a large one, he may still be in somewhat of a 
quandary. 

Mechanical Methods of Consolidation 

In addition to the method of preparing consolidated accounts described 
later in this chapter, there are two other methods which are frequently 
recommended in textbooks or met with in practice, neither of which appears 
to be entirely satisfactory when consolidated accounts are to be prepared 
for a large number of constituent companies. 

In the first method the trial balances are arranged side by side and 
adjustments are applied in an adjustment column after the various balance 

m 
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sheet items have been totaled across. The difficulties of arrangement, of 
providing adequate space, and of reference are obvious when complicated 
adjustments are required. 

In another frequently used method a schedule is prepared for each item 
appearing on the balance sheet or income account, the individual items 
from the trial balances of the constituent companies are posted to these 
schedules, and adjusting journal entries are made and posted. This method 
is probably better than the one first described, but it has the serious dis¬ 
advantage that it cannot conveniently be balanced sectionally or at various 
times in the progress of the work of consolidation. This increases the likeli¬ 
hood of error and frequently leads to loss of time when the accounts are 
finally drawn off and an attempt to balance is made. 

If there are only a few companies in the consolidation and if the trial 
balances are substantially correct, or if the trial balances themselves have 
been classified under the balance sheet headings and have been adjusted 
before the items are posted to the individual schedules, this method may 
work fairly well. However, one defect in the method is always present, 
viz.f the difficulty of distinguishing which part of an item in the consoli¬ 
dated accounts represents book figures and which part represents adjust¬ 
ments. 

These two methods have many other disadvantages that would be 
brought out by an attempt to apply them to a large and complex set of 
consolidated accounts, but it is not proposed to discuss them in detail here. 
They are, however, quite fully described in an article which appeared in 
The Journal of Accountancy in June, 1923, entitled Mechanical Difficulties 
in Consolidating Accounts. 

The first of these methods may be called for convenience the “horizontal 
method’’ and the second the “ledger posting” or the “agglomerative 
method.” 

Application of the Vertical or Synopto-synthetic Method 

In our examination let us assume conditions that approximate those 
which occur in actual practice. For instance, our practitioner has received 
supposedly final trial balances from his field men for all companies, say, on 
February 15. By the seventeenth the trial balances are entered on the 
schedule making up the combined accounts and the eliminating and adjust¬ 
ing entries are drafted and partly posted. On the eighteenth the morning’s 
mail includes 

1. A revised trial balance from Company D, our practitioner’s men 
having discovered a serious error in the inventory basis after sending in the 
trial balance. 
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2. A ruling from the Treasury Department, which makes advisable a 
reconsideration of certain points of depreciation policy. 

3. A telegram from the president of the parent company saying that he 
has not been able to arrange for the settlement of a certain claim against 
the corporation but that the company will have to pay damages of about 
$20,000. When the accountant first brought up the matter of this claim, 
the president of the company was confident it could be settled and the 
accounts were made up on that basis, not to be published, of course, until 
the settlement had been confirmed. 

While going through this interesting if not particularly enlivening corre¬ 
spondence, one of the juniors comes in and points out that in companies 
H, K, and L accrued interest has been calculated on a basis different from 
that used for the rest of the companies, and that companies O and P, 
foreign branches not audited by our practitioner, in respect of which his 
certificate is qualified, have not taken up accrued interest at all and appear 
to have taken their inventory on a basis entirely different from that used 
by the rest of the constituent companies. The auditor immediately cables 
companies 0 and P for the required information and directs that the ac¬ 
crued interest be recalculated for companies H, K, and L. Journal entries 
for items 1, 2, and 3 of the morning^s mail are made. 

Without going into the difficulties of applying all this belated and some¬ 
what disturbing information to accounts prepared by the other two meth¬ 
ods, let us see how it will be applied under the third, or vertical, method. 

It appears that what our practitioner requires is a method that combines 
flexibility, continuity of structure, and visibility of components. 

First, flexibility, because it should be equally applicable to a combination 
of two companies or a hundred. 

Second, continuity of structure, for it should be possible to make adjust¬ 
ments to an unlimited extent before and after repeated incomplete or part 
closings wthout necessitating any rewriting and without breaking up the 
continuity of and interrelation of the accounts themselves or of the adjust¬ 
ing entries. 

Third, visibility of components, which will make possible simple and 
effective analysis and synthesis of any combined balance sheet or income 
account item, or, from the point of view of the individual company, the 
quick and accurate determination of the final resting place in the combined 
accounts of any individual trial balance item. 

Fourth, a steady advance toward the final combined accounts, i.e,, each 
entry or distribution should be made with a definite relation to the final 
accounts, its bearing on the final accounts should be evident, and the results 
should be susceptible to sectional proof. 
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Additional benefits are that a number of men may work on the combined 
accounts at one time, and as soon as the last adjustment is made the final 
figures are ready. They are in balance up to the last adjustment, having 
been proved company-by-company and entry-by-entry as the work was 
done. Schedules for the combined accounts are, from one point of view, 
unnecessary or, from another, already prepared, as the columns for the 
various balance sheet and income account headings are complete lists of 
the items contained in the amounts taken into the combined accounts. 

The synopto-synthetic or vertical method, which appears to meet the 
foregoing requirements, consists, to put it briefly, in entering and distribut¬ 
ing each trial balance as shown in examples for companies A and X, and 
combining them as shown in the example ‘‘combined balance sheet” and 
“combined income account.” 

Synopto-synthetic Method Is Flexible and Adjustments Are Easily Made 

Let us see to what extent this method fulfills the requirements. 

In the first place, it is flexible. No difficulty would be experienced in 
combining a hundred trial balances, as it would simply mean a summary of 
one hundred lines, or two or three sheets carried forward. 

Adjustments are made by entering all the debits and credits of one entry 
on one line under their appropriate balance sheet or income account head¬ 
ings. This does not mean classifying the entry by the account title, al¬ 
though this should be indicated in the entry for convenience when making 
the entry in the books. The accounts affected should be indicated in the 
explanation or on a schedule so that the entry may later be properly made 
on the books. However, since the adjustment has for its first purpose the 
preparation of the combined accounts, it should be distributed to its correct 
balance sheet or income account heading. The cause and effect of each 
adjustment is thus apparent on its face. 

As a general though not invariable rule, adjustments affecting one com¬ 
pany only should be made on that company's accounts, whereas adjust¬ 
ments affecting several companies, such as elimination of investments in 
subsidiary companies, elimination of intercompany sales or profits, and 
similar entries can usually be made most conveniently on the summary 
sheet. 

However, if it is discovered that an adjustment must be made after the 
totals of the individual companies' accounts have been carried forward to 
the summary, no difficulty is caused. An adjustment may be made on the 
summary sheet, whether or not it has been totaled or ruled off, and the 
company to which it applies may be indicated. The words “per report” 
or “per published accounts” indicate that the combined accounts have been 
completed and approved. At no time before this should the summary be 
ruled off, although it may be totaled as frequently as need be. 
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Let us assume that the accoimts of our practitioner have been carried to 
the point indicated by ‘‘totals as at February 17” on the combined balance 
sheet and income account. By that time he has before him in the combined 
statements 

1. A combined balance sheet and income account complete up to that 
time. 

2. A summary by companies of the components of each balance sheet or 
income account item. 

3. A summary of each adjusting journal entry affecting the combined 
accounts, and a summary of the total of such entries. 

On the individual companies he has 

1. The trial balances at beginning and end per books. 

2. The distribution over the balance sheet and income account items of 
each book account. 

3. The adjustments to be made on each company, their cause and effect. 

4. The total of each balance sheet or income account item as carried 
forward to the combined accounts. 

5. The composition of each balance sheet or profit and loss item carried 
forward to the combined accounts. 

Several Men Can Work at Once on the Classification of Accounts 

In place of transcribing trial balances on a combined schedule, as is 
necessary in the horizontal method, or of posting from the trial balances, 
as is necessary in the agglomerative method, the trial balance is copied once 
and for all on the classification of accounts for each company and extended 
under the appropriate balance sheet and income account headings. This, 
it will be observed, can, and in most cases should, be done by the man 
engaged in the actual audit work. For example, in our twenty-company 
combination, if there were three teams of two men each for companies 
A to F, G to L, and M, N, Q, R, and S, respectively, the accounts would be 
sent in properly distributed and with the necessary adjustments made as 
they were completed by the different teams. Assuming January 15 for a 
starting date, the accounts would come in, say, in this order: 


January 20 

Company 

1st team 

A 

2d team 

G 

3d team 

M 

January 25 

Company 

B 

H 

N 

January 30 

Company 

C 

I 

Q 

February 4 

Company 

D 

J 

R 

February 9 

Company 

E 

K 

S 

February 14 

Company 

F 

L 



All this time men in the office would be working on the X company's 
accounts. As soon as any subsidiary company’s accoimts came in, the 
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principal could examine them. He could devote sufficient time to these 
accounts to satisfy himself of their correctness and the propriety of any 
adjustments and could direct that they be completed and entered on the 
combined classification of accounts. As far as the combined balance sheet 
is concerned they are completed. Intercompany accounts could be 
matched up company by company while there was still time to run down 
differences, summary schedules for a combined report could be partly 
prepared, and notes could be made for final eliminating entries. 

From the foregoing it will be seen that under the horizontal and agglom- 
erative methods two or three men at the most could work at the final com¬ 
bining of the accounts and they could begin only after all trial balances 
were ready. With the vertical method, on the other hand, as many men 
as are desired up to two or three per company may be employed on the 
actual combining of the accounts. In our present supposititious case we 
have six field men, two men in the office, and two men on the X company’s 
accounts, a total of ten men, besides the principal, working at once on the 
actual combination of the figures. Effective distribution of labor and 
clearness of result are more important than the saving of labor, but even in 
this respect there is a considerable advantage in the synopto-synthetic as 
opposed to the horizontal or agglomerative method. In the vertical 
method a trial balance is written once only, whereas under the horizontal 
it must be copied. Under the vertical method an item is described once, 
whereas under the agglomerative method the description as well as the 
amount of the item must be transferred to the balance sheet or income 
account schedule if hopeless confusion is not to result. 

The solution of the difficulties caused by our practitioner’s belated in¬ 
formation is shown in the example of the combined classification of accounts 
from '^totals as at February 17” downward, page 375. 

Simple Rules to Be Followed 

The practical success of this method may be assured if the follo\ving 
simple rules are observed: 

1. A separate line should be used for each entry. 

2. No notes or explanations apart from account titles, schedule numbers, 
and journal entry explanations should be made on classifications of ac¬ 
counts. 

3. Accounts affected should always be indicated in journal entries; if no 
account is affected, as in distribution entries, that fact, should be indicated. 

4. Company’s name, if an individual company is affected, should be 
shown on all entries on combined classification of accounts. 

5. Every balance sheet and income account should have a heading. If 
there are too many for the number of columns on a sheet of analysis paper, 
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the most convenient method is to cut off the last column of the first sheet 
and start backward on the second sheet, for example: 

Headings Headings 

1st sheet 123456789 2d sheet 14 13 12 11 10 

Cut 

off 


There is no reason to be alarmed by a large number of headings. A 
certain waste of paper will result, but a great amount of time will be saved. 

The illustration given in this chapter is merely an extension of the use of 
the method described in the detailed working papers of the Ashton Co. 
Supporting schedules and summaries would be made up in precisely the 
same manner for a large group of companies as for the comparatively small 
group used as an example. 

As the accounting problems increase in complexity and as the work grows 
in volume, the value of the method described becomes more apparent. 
There is no situation in combined or consolidated accounts that cannot be 
dealt with by this method clearly, concisely, and with a minimum of labor 
and complication. 

Conclusion 

The examples given here show only the distribution of the trial balance 
and the combination of the accounts without any supporting statements, 
and they lead to a corporate balance sheet only. 

In actual practice, the totals of the consohdated classification of accounts 
would be supported by consolidated summaries made up in the same way 
as the consolidated summaries (Chap. XII), from which would be pre¬ 
pared reports to the Securities and Exchange Commission, a comprehensive 
report to management, special statements for trustees of bonds, and any 
other statements required for special purposes. Examples of these sum¬ 
maries have not been given, as no different or additional methods or pro¬ 
cedures would be illustrated. 





AUDIT WORKING PAPERS 



Land 

Plant and 
equip- 
ment 

Reserve 
for de¬ 
preciation 

Trade 

invest¬ 

ments 

Inven¬ 

tories 

Company A. . 

3.000 

30,500 

4,m 


2,820 

B... 

1,000 

35,000 

s,m 


20,000 

C. 

500 

10,000 

2,m 


4,000 

D. 


10,000 

2,500 


1,000 

E... 

1,000 

11,000 

2,000 


7,000 

F. 


10,000 

1,500 


2,000 

G. 


12,000 

2,m 


8,000 

H. 


9,000 

2,000 


8,000 

I. 


9,000 

1,500 


7,000 

J. 


25,000 

2,500 


3,000 

K. 

1,200 

32.000 

MM 


1,000 

L. 


34,000 

5,000 


4,000 

M. 


22,000 

4,000 


2,000 

N. 


10,000 

2,000 


1,000 

0. 


18,000 

2,000 


4,000 

P. 


19,000 

1,500 


2,000 

Q. 

2,500 

48,000 

7,000 


3,000 

R.. 


22,000 

1,000 


1,000 

S. 

2,000 

14,000 

2,000 


2,000 

X (Parent). 

20,000 

143,250 

40,700 

267,500 

116,320 


31,200 

523,750 

107,520 

267,500 

199,140 

To eliminate capital stock of subsidiary companies owned by X 






(parent) company. 




259,9$$ 


To eliminate dividends recmed on the above. 






To eliminate intercompany accounts. 






To eliminate intercompany profits in inventories. 





9,000 

Totals as at February 17. 

31,200 

523,750 

107,520 

17,500 

190,140 

Adjustment of inventory.Co. D. 





300 

Adjustment of depreciation.Co. B. 



2,600 



Adjustment of depreciation.Co. X. 



8,100 



Claim liability.Co. X. 






Adjustment of accrued interest_Co. H. 






Adjustment of accrued mterest... .Co. K. 






Adjustment of accrued interest_Co. L. 






Interest accrual.Co. 0. 






Interest accrual.Co. P. 






Adjustment of inventory.Co. 0. 





800 

Adjustment of inventory.Co. P. 





900 

Per report. 

31,200 

523,750 

90,020 

17,500 

192,140 


Notes: Boldface italics indicate red figures. 
For income account see page 378. 
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X (PARENT) CO.—COMBINED 
Balance Sheet 
December 31, 1946 


Accounts 

receivable 

Market¬ 

able 

securities 

Cash 

Capital 

stock 

7% 

mortgage 

bonds 

Accounts 

payable 

Income 
year 1946 

Surplus 
Dec. 31, 
1945 

Dividends 

Contra 

9,735 

3,000 

170 

10,009 


4,780 

2,625 

10,000 

2,500 

20 , 0 N 

7,500 

2,000 

500 

25,000 


9,500 

0,500 

10,000 


0,000 

2,500 


1,000 

5,000 


500 

1,500 

2,000 


7 , 0 N 

1,000 


500 

5,009 


5,750 

750 

1,000 


1,000 

4,000 

3,000 

1,000 

10,000 


1,000 

2,000 

2,000 


0,000 

1,000 


500 

5,000 


5,500 

1,500 

1,000 


1,000 

5,000 

3,500 

500 

15,000 


1,500 

5,500 

4,000 


2,000 

1,000 


500 

10,000 


500 

1,000 

2,000 


2,000 

3,500 


200 

10,000 


950 

1,250 

2,000 


4,900 

1,000 


500 

15,000 


1,000 

5,000 

15,000 

10,000 

5,000 

3,500 


300 

20,000 


1,800 

4,200 

5,000 


5,000 

3,000 


150 

25,000 


2,000^ 

5,150 

4,000 

5,000 

5,000 

1,000 


500 

10,000 


2,400 

1,100 

2,000 


0,000 

500 


250 

5,000 


1,500 

750 

500 


1,000 

3,000 


500 

15,000 


500 

3,000 

4,000 


7,009 

2,000 


1,000 

15,000 


500 

2,500 

2,000 

2,500 

5,000 

1,000 


500 

25,000 


509 

2,700 

10,000 


9,000 

1,000 


500 

15,000 


500 

1,500 

1,500 


5,000 

2,000 


500 

10,000 


509 

1,200 

1,800 


5,000 

19,425 

5,000 

34,720 

250,000 

255,000 

55,855 

70,550 

00,220 

25,000 

106,000 

72,660 

16,500 

44,290 

500,000 

255,000 

72,855 

112,555 

172,150 

45,000 





250,000 



20,000 


20,000 







6,500 

9,000 




66,160 

16,500 

44,290 

250,000 

255,000 

$6,555 

85,555 

172,150 

25,000 








500 










2,600 










8,100 









20,000 

20,000 




190 






100 




125 






125 









200 

200 




125 






125 




200 






200 



1 







800 










900 




66,510 

16,500 

44,290 

250,000 

255,090 

88,555 

76,405 

172,150 

25,000 
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Account titles 

Trial balance per 
books 

Land 

Plant and 
equip¬ 
ment 

Reserve 

for 

deprecia¬ 

tion 

Trade 

invest¬ 

ments 

Inven¬ 

tories 

Dec. 31, 
1945 

Dec. 31, 
1946 

Plant Ledger. 

75,500 

87,300 


137,000 

49,700 



Real Estate. 

10,000 

12,000 

12,000 





Factory Site, No. 5 Plant. 

— 

7,500 

7,500 





Preliminary Expense, No. 7 Plant- 

— 

1,250 

500 

750 




Accounts Receivable Ledger. 

115,230 

116,320 






Vouchers Payable. 

SZ,500 

25,900 






Investment Ledger. 

257,000 

275,000 




267,500 


William H. Scroggs. 

9,000 

7,320 





7,320 

Raw Material. 

36,900 

45,000 





45.000 

Notes Receivable—Cotton Crepe Co.. 

17,000 

— 






Wisconsm Oil Co. 

7,000 

9,000 




9,000 


Alfred Jones, Secretary. 

— 

320 






Storekeeper, No. 9 Mill. 

500 

500 






“Revivifying Process”. 

500 

1,500 


1,000 



500 

Expenmental Department. 

6,000 

7,500 


4,000 



1,000 

Research Department. 

2,500 

3,000 


500 




Triple X Selling Co. 

2,700 

3,200 






Fimshed Goods, Product A. 

22,000 

15,000 





15,000 

Finished Goods, Product B. 

22,000 

20,000 





20,000 

Finished Goods, Product C. 

14,000 

22,500 





22,500 

Finished Goods, Product D. 

16,000 

20,000 





20,000 

Profit and Loss. 

54^30 

104,480 






Surplus. 

$7,000 

96,330 


I 




Dividends. 

25,000 

25,000 


1 




Capital Stock Authorized. 

300,000 

300,000 






Capital Stock Unissued. 

50,000 

50,000 






7% Bonds Authorized. 

350,000 

350,000 






7% Bonds Unissued. 

75,000 

75,000 






7% Bonds Purchased. 

20,000 

40,000 






Cash. 

20,000 

32,500 






Per books. 



20,000 

143,250 

49,700 

276,500 

131,320 

Wisconsin Oil Co. stock written off... 






9,000 


Additional reserve for bad debts. 








Reduce inventories to market. 







15,000 

Interest accrued on overdue accounts. 








Six months’ interest on $235,000 7% bonds. 







Carried to combined accounts. 


! 

20,000 
!- 

143,250 

49J00 

267.500 

116,320 


Notes: Boldface italics indicate red figures. 
For income accounts see page 379. 
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X (PARENT) CO. 

Balance Sheet 

December 31, 1946 


. 

Accounts 

receivable 

Market¬ 

able 

securities 

Cash 

Capital 

stock 

7% 

Mortgage 

bonds 

Accounts 

payable 

Income 
year 1946 

Surplus 
Dec. 31, 
1945 

Dividends 

Contra 

10.500 
1,100 

2.500 

2,000 

2,250 

3,000 

5,000 

i 

! 

j 

450 

320 

500 

500 

250 

200 

32,500 

300,000 

50,000 

1 i 

1 

3S0,000 

75,000 

40,000 

030 

27J000 

1 

I 

104,480 

H^30 

25.000 

106,000 

j 

21,350 

2,009 

75 

5,000 

34,720 

250,000 

235,000 

27JB30 

8,225 

104,480 

9,000 

2,000 

15,000 

75 

8,225 

95,330 

25,000 

1 ' 

106.000 

19,425 

5,000 

34,720 

250,000 

235,009 

35,855 

70,330 

90,330 

25,000 

106,000 
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Income Account 
Year 1946 
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Account titles 

Trial balance 
per books 

i 

Land 

Plant 

and 

equip¬ 

ment 

Reserve 

for 

deprecia¬ 

tion 

Trade 

invest¬ 

ments 

Dec. 31, 
1945 

Dec. 31, 
1946 

Land and Buildings. 

10,000 

10,000 

2,000 

8,000 



Machinery. 

15,000 

17,500 


17,500 



Accounts Receivable Ledger. 

8,350 

9,760 





C. A. Creavey. 


1 500 





Government Bonds. 

6,000 

3,000 




3,000 

Development, No. 2 Account. 

8,000 

8,620 

1,000 

5,000 



^nker Shaft Mine. 

250 

500 




500 

Surplus. 


10,000 





Reserve for Depreciation. 

3,800 

4,320 



4J20 


Accounts Payable. 

23,800 

24,060 





Capital Stock. 

10,000 

10,000 





Dividends. 

— 

2,500 





Balance. 

4,120 

4,000 





Per books. 


3,000 

30,500 

4,320 

3,500 

To correct error in distribution. 



3,000 

To write off worthless investment. 






500 

To write off bad accounts. 







Interest accrued on government bonds. 







To reduce inventories to market. 







Carried to combined accounts. 



3,000 

30,500 

4,320 

— 


Note: Boldface italics indicate red figures. 
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A COMPANY 
Balance Sheet 
December 31, 1948 

Inven¬ 

tories 

Accounts 

receivable 

Market¬ 

able 

securities 

1 

Cash 

Capital 

stock 

Accounts 

payable 

Income 
year 1946 

j 

Surplus 
Dec. 31, 
1945 

Dividends 

Contra 


10,310 


170 


720 





500 










2,620 




10,000 

4,000 

4,000 

10,000 

2,500 

20,000 

3,120 

10,310 

3,000 

170 

10,000 

4J8$ 

4,000 


2,500 

20,000 







500 





100 





600 





25 





2S 

1 









300 




2,820 

9,735 

3,000 

170 

10,000 

4/80 

2,025 

10,000 

2,500 

20,000 



Income Account 
Year 1946 
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Balance 

1 

1 4,000 

1 4.000 


1 2,625 


iillll 

s 

•S( M 

•»» 



t 

Interest 

paid 

32 

32 

CO 


.2 

( 

1 

-c 

•< 

trative 
expenses 
and taxes 

6 000 
825 
612 

50 

47 

7,534 

500 

600 

CO 

oo 


Inven¬ 
tories 
Dee. 31, 
1946 

•»» 

^ 8 

««» 

oo 

oi 


Factory 

overhead 

including 

depre¬ 

ciation 

2,700 
. 425 

275 

3,400 

I 

eo 


Raw 

materials 

13,005 

13,005 

_ 

1 


Labor 

9,000 

1 000 6 


000*6 


Inven¬ 
tories 
Dec. 31, 
1945 

2,290 

2,290 

8 

w 

Csf 


Sales 

1 

•n 

1 

to 

€*» 

s 

5? 


Per books 

Year 1946 

36,009 

12,175 

2,700 

425 

15,000 

1,100 

612 

50 

47 

100 

4,000 


Worthless investment (Sinker Shaft Mine) written off. 

To write off bad accounts. 

Interest accrued on government bonds. 

To reduce inventories to market. 

Carried to combined accounts. 


Year 1945 

35,147 

11,648 

2,610 

425 

14,800 

1,125 

598 

70 

249 

4,120 


Account titles 

Sales . 

Factory Expense. 

Depreciation. 

Insurance. 

Payroll. 

General and Office Expenses. 

Taxes . 

Legal Expenses. 

Bad Debts. 

Interest . 

Balance. 

B 

J 


Note: Boldface italics indicate red figures. 




















CHAPTER XIV 


SAFEGUARDING WORKING PAPERS—GOOD FORM 
Ownership of Working Papers 

It is to be noted that the working papers relating to an audit are the sole 
property of the auditor and should remain in his possession. Not only 
are they the connecting link between his report and the client^s records, 
but preserving these papers will frequently eliminate the necessity of 
duplicate work, for which ordinarily a charge cannot and should not be 
made. The papers are highly confidential and access to them by such 
outside parties as government representatives should be sanctioned only 
by the auditor himself, if an individual practitioner, or by a principal if the 
audit has been conducted by a firm of accountants. In all cases when 
access is requested by anyone other than the client the permission of the 
client must be obtained. The auditor or his representative should be 
present whenever a review of the working papers is allowed. 

The ownership of working papers has been under the review of the courts 
in the case of Ipswich Mills v. Dillon (260 Mass. 453), which was decided in 
1927, and in a recent New York case. The present state of the law on this 
point is summarized in The Journal of Accountancy for April, 1936: 

The New York surrogate’s court recently held that a public accountant has no 
power to bequeath his working papers by his last will and testament. This extends 
the law into a field heretofore not covered by statute or reported case, and the deci¬ 
sion is of great importance to accountants practicing without partners, because it 
prevents their willing working papers to assistants associated with them. Such 
an assistant must first establish a professional relationship with a former client of 
the decedent and through him ultimately obtain the working papers when the exec¬ 
utor sees fit to release them. We are informed that no appeal is contemplated and 
therefore this decision represents the present law. A decision by the surrogate’s 
court of the county of New York has weight and influence throughout the country, 
because that court, with its two judges, has jurisdiction over more large estates than 
perhaps any other probate court in the United States. 

The matter of the ownership of working papers as between the client and the 
accountant was adjudicated in Ipswich Mills v. Dillon^ 260 Mass. 453, by a decision 
of the highest court in Massachusetts. This is the leading if not the only case deal¬ 
ing squarely with this point. It was held there that the client owned only such 
papers as originated in the client’s ofl^ce and that the public accountant owned all 
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his working papers. The decision rested chiefly on the ground that a public 
accountant is not a client’s agent but an independent contractor. The court 
declared that working papers prepared by accountants for their own use and as a 
basis for their reports belonged to the accountants and should be retained by them, 
because it might be necessary for the accountants to have them “if the accuracy 
of their work was questioned.” The court further stated that the client’s interest 
in the confidential information stated in the working papers did not give the client 
title to them. 

It may be noted also that the position of our courts has been upheld by 
British courts, in Sockockinsky v. Bright^ Grahame & Co., and in other cases. 

A model bill has recently been prepared by the committee on state legis¬ 
lation of the American Institute of Accountants, containing the following 
provisions: 

All statements, records, schedules, working papers, and memoranda made by a 
certified public accountant or public accountant incident to or in the course of pro¬ 
fessional service to clients by such certified public accountant or public accountant, 
except reports submitted by a certified public accountant or public accountant to 
a client, shall be and remain the property of such certified public accountant or 
public accountant, in the absence of an express agreement between the certified 
public accountant or public accountant and the client to the contrary. 

These provisions have already been incorporated in substance in the 
laws of six states and one territory. 

Importance of Working Papers 

The working papers developed in the course of an audit or an investiga¬ 
tion not only are valuable in preparing and certifying the current accounts 
but are quite frequently referred to for other purpose^. Their value as a 
support to Federal income tax returns and to statements prepared in ac¬ 
cordance with requirements of the Securities and Exchange Commission and 
other regulatory bodies has been sufficiently indicated in the preceding 
chapters. During the war and in the transition period following, the value 
of adequate working papers was proved over and over again. Renegoti¬ 
ations, terminations, price adjustments, the settlement of cost-plus-fixed- 
fee contracts, contract terminations, and many other adjustments and 
negotiations with the government have been facilitated by good working 
papers and hampered by the lack of them. 

The government personnel dealing with these matters in the transition 
period are usually well-qualified accountants, who look with confidence on 
well-supported statements. Unsupported or badly supported statements, 
no matter how reasonable, are likely to raise doubts or suspicion in their 
minds. 
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Accordingly, working papers should be prepared carefully, should b© 
preserved carefully, and when no longer needed for current purposes should 
be stored properly. 

The Assistant’s Responsibility 

Obviously, it is of the utmost importance that the working papers show 
fully the composition of all significant items in the accounts, together with 
the methods of verification adopted for each; also, that questions raised 
during the examination and their settlement, and in many cases notes of 
conversations with officials, should be fully reported in the working papers. 
A complete record should be made of all important work performed and 
of the conclusions reached on an engagement. 

The importance of the form and content of the working papers cannot 
be impressed upon the young accountant too early in his accounting career. 
Many times the individual assigned to the work must decide what informa¬ 
tion or data his papers shall contain, and he must learn to grasp a situation 
quickly and to determine the extent of the information to be included in 
his working schedules. If a senior is present the beginner, or the junior as 
he is ordinarily called, will be instructed concerning the general procedure 
he is to follow and the information he shall include in his working schedules. 
The junior must learn, however, to think these things out for himself, for 
in all probability he is the only one with all the facts from which to judge 
the importance of the material. 

Yet, before proceeding further, it may be emphasized that while some 
auditors include too little information in. their working schedules, others 
tend to record in their papers much more information than is needed. The 
tendency of the beginner is to include a mass of data which is practically 
or entirely worthless, so far as the audit verification is concerned. As he 
increases in experience and better learns the audit procedure to.be adopted, 
this tendency will decrease. Always, however, he should include in the 
working papers anything that is essential to explain or support an amount 
appearing in the balance sheet to be certified or reported upon, or in the 
accompanying income statement, or anything that helps to determine the 
present financial condition of the business and the kind of certificate or 
report the auditor will be justified in giving. 

Begiiming the Audit 

In preparation for beginning the audit the accountant in charge, before 
leaving the office, should read the correspondence in the case and should 
ascertain carefully the scope of the audit and the period to be covered. 

If the audit is to be of an enterprise in an industry with which the auditor 
is not familiar, it would be well to consult trade or technical journals and 
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possibly books on the industry to get a general understanding of the nature 
of the industry, its products, processes, and technical terms. If the audit 
is a recurring one, he should obtain an outline of the work to be done and 
of the program followed at the previous audit, and upon reaching the scene 
of the work, should determine, so far as possible, the amount of the detailed 
checking which will probably be necessary. He should carefully inspect 
preceding reports, if any have been made, and should take with him the 
working papers for the last previous audit, if any. 

For the guidance of somewhat inexperienced assistants the following 
suggestions may be of value: 

When assigned to a case, the auditor in charge should obtain a letter of 
introduction, and either he or a junior assigned to him should procure a 
supply of stamped return envelopes, bank certificate and accounts receiv¬ 
able confirmation blanks, time and expense sheets, analysis paper, pencils, 
clips, rubber bands, erasers, etc., together with the audit program and the 
working papers of the last previous audit, if any. He should consult with 
the partner or whoever is supervising the work in regard to any special 
features which might modify the general instructions given for the conduct 
of the audit. 

When assigned to an out-of-town case, the assistant should advise the 
office of his hotel address immediately upon his arrival at the destination. 
During his absence he should mail his time and expense reports promptly 
to the office. 

Upon arrival at the client^s office, a junior should be assigned to make 
the cash count and to prepare the reconciliations of bank balances, while 
the accountant in charge should obtain or proceed to take off a trial balance 
of the company's general ledger, ascertaining before doing so whether or not 
the closing inventory and other closing entries have been made. The 
totals of all schedules prepared during the audit should agree with or be 
adjusted to the balances appearing in this general ledger trial balance. 

The assistant should not hesitate to write whenever necessary to his 
office for information or guidance. Ail communications ordinarily should 
be addressed to the organization rather than to an individual. 

The Working Supplies 

In beginning the work of an audit adequate supplies to handle the job 
are of primary importance. The auditor with a complete supply of ma¬ 
terials will obviously gain the respect of his client to a greater degree than 
the accountant who is not so supplied with analysis paper, fountain pens 
for both black and red ink, pencils, clips, erasers, etc. 

Since working papers are permanent records, they should be on paper of 
about the same quality as would be used in books of account. It is recom- 
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mended that the form of paper used for records be standardized, as in 
addition to being more convenient it is usually cheaper to use one Mnd of 
analysis paper rather than a variety. The standard appears to be 14- 
column analysis paper without unit rulings. Green or buff paper is gener¬ 
ally considered to be easier on the eyes, particularly when work has to be 
done under artificial light. Other papers, which some accountants think 
are superior to the 14-column paper, are ruled on one side in 14 columns 
with unit rulings for hundreds of millions of dollars, and ruled on the other 
side in 16 columns with unit rulings for tens of millions of dollars. The 
16-column ruled paper is particularly useful in preparing summaries and 
analyses where figures are analyzed or grouped by months, as it provides 
12 columns for the monthly figures, one column for a total, and three col¬ 
umns for description and reference. For extended analyses 20-colunm 
paper is available. Single (half) sheets are generally furnished in that form 
but may, if necessary, be one-half a folded double sheet. They are used 
for schedules when a number of columns are not required. 

It is most important that the auditor or the assistant have a plentiful 
supply of whatever kind of working paper he may use. Separate sheets 
should be used for each memorandum, even though it may require only a 
line or two across the top of the page. Even at present prices paper is 
comparatively cheap, very much cheaper than the time required to look 
through a large set of working papers to find an essential item of information 
merely because the assistant who prepared the schedule included two or 
more unrelated memorandums on a single page. Likewise, writing on the 
back of a sheet may easily be overlooked; assistants should always use one 
side of the paper only. 

Some prominent firms prepare their working papers in pencil, some in 
ink. There seems to be little uniformity of practice, but it is the author's 
experience that the preparation of schedules in ink is no more difficult than 
in pencil. The papers present a better appearance and are easier to use 
after having been handled several times or after having been some years 
in storage. Report drafts may be prepared in pencil, since the copy of the 
report itself is the permanent record. If working papers are to be ex¬ 
amined by a third party, papers prepared in ink convey a greater impression 
of authenticity and careful preparation than those prepared in pencil. 

Superscribing the Schedules 

All working schedules prepared on an audit should have the name of the 
client or business written or rubber-stamped at the top of each sheet, and 
each sheet or set of sheets should also have the name of the account or 
matter investigated written or rubber-stamped immediately below the 
name of the client or business. If the reader will turn to schedules in 
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Ghap. XI/he may observe the ordinary procedure in superscribing the 
working schedules. 

When an engagement is comparatively small or when a small set of 
woridng papers is being prepared, it may seem unnecessary to the casual 
reader to take the trouble and time to superscribe each sheet. The amount 
of information written on a single schedule may likewise appear unim¬ 
portant; however, later developments may make that item of very great 
importance, and it is essential on any audit, however large or small it may 
be, that any information worth preserving be readily available. Further¬ 
more, when it is realized that in large organizations several score or hundred 
engagements may be in progress at one time and also that there may be on 
a single engagement thousands of separate schedules and subschedules, the 
necessity for having each exhibit superscribed and clearly marked becomes 
at once apparent. 

Safeguarding the Working Papers 

The methods employed to safeguard working papers and the formalities 
necessary to keep a record of their location at all times—as well as a record 
of the different assistants responsible for them—^may vary somewhat, so 
long as the method in force makes it possible to know the location of any 
Working papers at any time, and, if they are not in the office of the auditor, 
exactly who is responsible for them. 

In a large or moderate-sized organization, all working papers should be 
kept in a filing room and should not be given out except on a receipt from 
the assistant obtaining the papers. The receipt will, of course, be returned 
or destroyed when the working papers are returned to the filing room. 
Assistants should be held strictly responsible for all working papers in their 
charge. Whenever office copies of papers of any kind are taken away from 
the office it is well to require the written consent of a principal, and all 
reports, books, or other documents sent out of the office should be accom¬ 
panied by a covering letter. 

WTien working papers are taken out of the office they should be securely 
enclosed in wrapping paper or envelopes and either fastened or sealed. 
The name and address of the assistant should always be legibly written on 
the parcel so that if the papers are lost or mislaid they may be returned 
unopened to the assistant responsible for them. 

Whenever assistants complete out-of-town assignments and are not 
themselves returning to the office to which they are attached, they should 
immediately forward the working papers and should advise the office in 
sufficient detail so that the papers can be traced if delivery is delayed. 
This will best expedite the preparation of the report and the certification 
pf the accounts for the client. 
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Current File and Permanent File 

The working papers for an ordinary audit may usually be grouped as 
current file papers and permanent file papers. A wide variety of informa¬ 
tion will naturally be collected in the course of an audit. Wlnle most of 
this will be of purely current interest, some will be useful in the future. 
There will be developed, accordingly, a permanent file of information and 
records available for successive audits in later years, as distinguished from 
the next succeeding audit only. 

On a first audit the accountant should usually prepare a list of the books, 
records, and other important data which are presented to him during the 
course of the audit. This list should include the name and number by 
which each record is known and identified, and usually notes concerning 
the purpose and relation of each of these records to all other records. 
The auditor’s working sheets should also indicate by whose authority 
entries are made in the books and by whom checks and vouchers of all kinds 
are signed and approved. The names of officers and chief employees, and 
the relation of the various officers and senior employees of the accounting de¬ 
partment to the treasurer, purchasing agent, chief engineer, etc., should also 
be obtained and included in the permanent file papers. It is sometimes de¬ 
sirable, if any amount of detail work is to be done, to include in these or 
the current papers the signatures or initials used by various individuals in 
approving vouchers or other papers. Thus, in the case of one large engage¬ 
ment, at least four copies of the names and signatures of those authorized to 
approve vouchers were obtained for the use of assistants. Upon each sheet 
were typewritten the names of the individuals authorized to approve 
vouchers or other papers; the approvals that each individual could make 
were designated, and opposite each name appeared the signature or initials 
written by the individual himself as written when making approvals. 
Much of this material would be transferred to the permanent file. 

Notes of rather complete survey of the accounting system and methods 
should be included in the permanent file, reviewed from year to year, and 
kept strictly up to date. Any changes in the accounting methods or in the 
methods of authorization, etc., should be carefully noted from period to 
period and appropriate comments should be made in the permanent file 
working papers. A statement from the accountant in charge that he had 
satisfied himself of the sufficiency of the system of internal audit, indicating 
specifically what he had done to determine whether or not the internal audit 
was sufficient, should also be included. 

The permanent file papers should contain further the program of audit, 
if one is used, and all other papers having value for purposes of later audits. 
These papers may include abstracts from or copies of the articles of incorpo¬ 
ration, bylaws, trust indentures, partnership or other agreements, particu- 
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lars regarding the original issue of capital stock and the valuation of prop¬ 
erties, franchises, good will, trade-marks, copyrights, excerpts from corpo¬ 
ration minutes that affect more than the current operations or the period 
under audit, and similar material. 

In a general way the principles that underlie all audits will serve as a 
working program for the audit of any type of business. Yet a knowledge 
of how various kinds of business actually operate is essential to the success¬ 
ful auditor, for many businesses have special methods or knotty problems 
not found in other types of business. It is desirable also that some definite 
record be kept of the work performed on each audit, in order to ensure 
relative uniformity and to be certain that nothing essential is overlooked. 
Therefore, it is common to prepare a definite program or outline of work to 
be done on a particular assignment and then to have each assistant engaged 
on the assignment initial the portion of work that he does or record the 
time taken. Some firms do not use the audit program extensively, but 
when it is used a glance at the program informs the auditor of the progress 
of the work. In case of errors the responsibility may be more easily placed, 
and likewise credit may be given for good work done. 

The audit program is naturally more widely used in a large organization 
than in a smaller one. However, even though a formal program is not 
prepared, the information it contains should be in the working papers in a 
clear and easily imderstood form. 

The summary of audit and internal check shown in Chap. II is an ex¬ 
ample of a program for the audit of a consolidated enterprise. To a certain 
extent it is summarized, and it might be necessary to supplement this 
program with others for subsidiary companies and to consolidate them in a 
program similar to this ‘‘Summary of Audit Work and Internal Check.'" 
The small amount of duplicated work would be more than compensated 
for by the saving in time of the principal reviewing the work and by the 
comparative ease with which the principal, manager, or senior could satisfy 
himself that all points were covered. A program such as this performs to 
a large extent the function of the questionnaire on internal check and 
control used by many accounting firms. 

Use of Formal Audit Programs 

Whether the program should be prepared in advance to be strictly fol¬ 
lowed, or whether general instructions should be given to the assistant in 
charge and the program of work actually done should be inspected after the 
audit, is a question to be decided by the principal, keeping in mind the con¬ 
ditions in his own office and the ability and experience of the assistant in 
charge. The ideal method lies somewhere between the one extreme of a 
formal, rigid program laying down certain requirements that must be met 
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and neither permitting nor demanding anjrthing further, and the other 
extreme of such loose general instructions that when work is completed it 
is difficult or impossible to determine exactly what has been done or by 
whom. It is probably easier, particularly in a large organization, to over¬ 
emphasize specific program requirements and thus stifie, or at least dis¬ 
courage, initiative and independent thought on the part of the assistant. 
In smaller organizations, where the principals are more thoroughly ac¬ 
quainted with the work and capabilities of their assistants, the tendency is 
generally in the opposite direction, and too much may be left to the indi¬ 
vidual judgment of the assistant in charge. If both principal and assistant 
are familiar with the work they may have a tendency to omit complete 
statements of work done or to minimize the importance of such a record. 

The adoption of the extension of audit procedures covering accounts re¬ 
ceivable and inventories has made it necessary to modify audit programs 
considerably and has probably tended to increase their importance in the 
field of auditing. 

Certain procedures, those for the audit of cash or securities, for instance, 
are fairly well standardized and uniform instructions may be of great value. 
On the other hand, it is quite difficult in a diversified practice to issue in¬ 
structions of the same nature for the audit of inventories. One large firm, 
for instance, issues special instructions for the audit of inventories of 
manufacturers. 

Many years ago audit programs were followed with an almost religious 
exactness. Then followed a period of what was probably too great relax¬ 
ation, and we are now in a period when the necessity for minimum stand¬ 
ards, control of staff operations, and meeting a variety of formal demands 
requires the use of formal audit programs. On the other hand, the prin¬ 
cipals both of large and small firms now realize the dangers of requirements 
which are too rigid. Constant efforts are being made to encourage in¬ 
itiative and the exercise of independent judgment by all members of the 
staff. 

Clear and Orderly Explanation and Comment 

The working papers, as previously stated, are usually the sole evidence 
of the work done on the audit and of the correctness of the report or of the 
certificate. All possible care should be taken to render working schedules 
intelligible and complete and to supply adequate explanation in clear and 
convenient form. It seems almost imnecessary to say that figures must be 
neat, all names must be correctly spelled, and handwriting must be legible, 
whether done with ink or with pencil. 

More than this is required, however, to make sure that the working papers 
are fully usable. As pointed out earlier, in the course of an audit a sub- 
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stantial amount of explanation and comment in written form may be 
required. This may include notes upon the schedules; description of the 
setup of the client’s organization, in particular a survey of the accounting 
system, involving both description and comment; records of important 
conferences; diary letters reporting in detail the activities of the auditing 
staff, c.g., in connection with observation of the taking of inventory. 

Much of the evaluation and comment will be done by experienced men to 
whom clear and concise expression of ideas in written form has become 
habitual. On the other hand, much of the firsthand reporting must be 
done by assistants, and here there is danger of inadequate work. 

In the firing-line reports of men inexperienced in writing there is a ten¬ 
dency to ramble, to insert items of purely personal character or conversa¬ 
tions on irrelevant matters. Not infrequently contradictory implications 
will be given in the course of a description or summary. Memorandums 
from different members of a team observing an inventory will often vary 
widely in selection of items for mention, clearness of individual remarks, 
and orderliness of arrangement. Such reports, written hastily after a 
tiring day and reading like uncoordinated talk, are difficult to interpret and 
utilize. 

The following summary, sent to the office by a man inspecting the supplies 
records at a plant where extensive construction had been in progress, illus¬ 
trates clear coordination and arrangement of detail even in a quickly 
written script report: 

Physical receipt and issuance of materials and supplies has continued during the 
quarter in a satisfactory manner. In general, no confusion in identity or location 
of material has existed. In isolated instances, where different vendors had assigned 
different numbers to the identical automotive spare part, the part was recorded 
under the various numbers in the records and on bin labels. 

The task of physically inventorying materials and supplies and reconciling the 
records to the counts has been continued during the quarter, aided materially by 
the engagement of an experienced man on August 1, who has since devoted full 
time to this work. In addition, a group of warehouse dispatchers has been assigned 
to similar work as time would permit. Of the total of over 15,000 items carried 
as warehouse supplies, excluding plant machinery and equipment, approximately 
11,000 items, representing about 65 per cent of total value, have been counted and 
reconciled to the warehouse records to September 30. However, the only supply 
classifications for which the work has been entirely completed are those containing 
relatively few items. Our tests of physical quantities on hand, selected from items 
that had previously been counted and reconciled by construction employees, indi¬ 
cated that transactions in material stored in the new warehouse and garage are 
being recorded satisfactorily, and those in material situated elsewhere slightly less 
so, principally because of the smaller degree of physical control that can be exer¬ 
cised by the warehouse staff. 
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Over 35 per cent of total value of warehouse supplies on September 30 consists of 
construction machinery and equipment. Its nature is such that any shortages 
which develop from time to time in the records are attributable to the movement 
and installation of such items without issuance of proper requisitions. When such 
instances are found, requisitions are secured and the records corrected. To a large 
extent, the same situation exists with respect to lumber stocks. 

The task of developing the working papers must be done quickly as well 
as accurately, in order to facilitate the completion of the audit and the 
preparation of the certified accounts for the client. Careful attention by 
assistants to the planning of their descriptions and comment, the first sub- 
assembly of material, is a most important element in developing satisfactory 
working papers. 
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INDEXING AND FILING WORKING PAPERS 
The Necessity of Standardization 

As has been pointed out, standardization in the form of working papers 
does not imply any particular rigidity in the application of auditing or 
accounting procedure but is rather a method of expressing in a uniform and 
orderly way the results of the application of these procedures to various 
enterprises, which, while differing in size, organization, or object, must pre¬ 
sent accounts in substantially the same form and under the same general 
principles. 

The greatest value to be derived from standardized working papers is 
the advantage arising from the ability of one assistant to take up immedi¬ 
ately and without loss of time the papers prepared by another assistant and 
to continue the work. In the larger accounting organizations this is very 
important, for not uncommonly four or five or more offices assist on a single 
audit. The papers, when assembled by the individual offices, are usually 
sent to the office auditing the head-office accounts of the client, and there 
the auditor in charge of the work assembles the figures and prepares the 
schedules for the final statements or reports. The confusion that would 
arise from a heterogeneous mass of working papers, where some uniform 
method in their preparation had not been adopted, is almost beyond com¬ 
prehension (see Chap. XIII, pages 368 and 369). As a practical matter, 
such papers would be unintelligible, and the work of the assistants who 
prepared them would be largely or entirely wasted. Standardization means 
not inflexibility but, on the contrary, adherence to certain well-defined 
principles and their sensible application to conditions affecting individual 
cases. Standardization in auditing procedure, in the preparation of work¬ 
ing schedules, and in the indexing and filing of the working papers thus 
should be of primary assistance to the staff accountant and of inestimable 
value to the organization with which he is affiliated. 

Standardization in Filing Audit Material 

Standardization is obviously a condition of the satisfactory indexing and 
filing of the working papers, without which orderly grouping and convenient 
reference would be impossible. Every accounting office should develop 
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and maintain a definite system of filing the material relating to an engage¬ 
ment, including the correspondence, the duplicate reports, certified state¬ 
ments prepared for clients, and the working papers. 

The correspondence concerning a specific engagement may be filed with 
the working papers for that engagement, but in some offices it is thought 
that the more satisfactory way is to keep separate files for correspondence 
and for duplicate reports, cross-indexing these to the working papers. By 
this arrangement all information regarding an engagement, even highly 
confidential material filed in the correspondence file, is easily available to 
those entitled to it. 

Correspondence 

There are many readily usable and well-known methods of filing corre¬ 
spondence, and it is not the intent here to give a long discussion of them. 
However, it may be proper to describe briefly a comparatively simple sys¬ 
tem satisfactory for a medium-sized or small office and equally adaptable 
to a large office. 

A small card, 3 by 5 inches, should be prepared by the flling department 
for each correspondent. On this card is recorded the name of the corre¬ 
spondent, a consecutive number, information as to the names of officers or 
other individuals of the correspondent who are associated with the corre¬ 
spondence, the partners and chief assistants of the accounting firm who are 
interested in that client, and any other pertinent information. These cards 
are filed alphabetically and may be kept in an ordinary index file. 

An ordinary correspondence folder is then prepared, and this folder, 
which would contain the correspondence with one or more clients, is given a 
consecutive number and is cross-indexed to the alphabetical index cards 
just described. On the outside of the folder will be written the number 
assigned to the correspondent and, for each client, the date on which the 
correspondence in that folder begins and the date on which it ends, i.e., the 
date when a new folder is started. Because of its simplicity this method 
of filing correspondence is entirely satisfactory for the small or medium¬ 
sized accounting firm, while its capacity for expansion makes it also de¬ 
sirable for the larger office. 

Working Papers 

For filing purposes the working papers are given the same number as that 
assigned to the correspondence folder for the same client, which, as de¬ 
scribed above, is recorded on the small alphabetical index card. In case 
there are no working papers to correspond to the index card or to the letter 
file the filing clerk merely notes ‘‘no working papers^^ on the outside of the 
letter folder. 
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The working papers, both the permanent file papers and the current file 
papers, should be placed in substantial folders, and for this purpose a red 
fiberoid envelope 10 by 15 inches in size is perhaps the most satisfactory. 
On the outside of the envelope should be written the name of the client and 
the nature of the work, as, for illustration: 

Ashton Metal Products Company 

Annual Audit, December 31, 1946 

In the upper right-hand comer of the red fiberoid envelope should be writ¬ 
ten the same number as that which appears on the correspondence folder 
and on the alphabetical index card, and after this number should be written 
a dash and the year for which the work is done. Thus, if the Ashton Metal 
Products Co. had correspondence file No. 3,382, the audit file for that com¬ 
pany for the year 1946 would bear the number 3,382-46. If at any time 
information is desired concerning the Ashton Metal Products Co., all that 
is necessary is for the filing clerk to turn to the alphabetical card index for 
that company's number (in case the file number is not remembered) and 
then to the numerically indexed correspondence file or working papers file. 
This is a simple but entirely satisfactory method of filing working papers, 
for it not only makes the working papers themselves easily accessible but 
also makes immediately available all related correspondence. Yet if the 
correspondence alone is desired, or if the working papers only are wanted, 
either may be obtained without the other. 

Report Files 

Duplicate copies of the reports and certified accounts rendered to clients 
should be kept in a third file bearing, ordinarily, a separate and distinct 
classification. The method of indexing would be similar to that already 
explained for the correspondence; that is, a small card would be prepared 
for each client, on which would be written the" name and address of the 
client and, for explanation, the nature and the dates of the statements or 
reports rendered. A satisfactory method is to number all reports and 
certified accounts consecutively. In that case they could not be filed 
either with the correspondence or with the working papers because each 
yearns report would bear a number different from the previous report, while, 
as explained above, the working papers files would bear the same number 
from year to year, the only change being to designate the period for which 
the work was done. 

The reports, under such a scheme, would be numbered consecutively and 
would be filed nmnerically. The card index would be arranged alphabetic- 
ally, and thus immediate reference could be made to any report desired. 
Because many reports may be listed on a single card, it is well to use a 
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4- by 6-inch card for the alphabetical report file instead of the smaller card 
suggested for the correspondence file. Thus on a single client’s card may be 
listed the numbers and dates of the certified accounts and audit reports for 
a number of years, although each report or certified financial statement 
would bear a number different from all the others. 

Usually the head office, in case an accounting organization has offices in 
more than one city, will receive copies of all reports rendered by branch 
offices. These duplicate reports from branch offices may be filed with the 
reports rendered by the head office, though ordinarily they will be differenti¬ 
ated by prefixing to the number a designating letter. A separate letter 
may be used for each branch or a single letter may be used for all branch 
offices, thus merely designating the report as an out-of-town report. 

In a small office it is sometimes satisfactory to keep duplicate copies of 
reports and certified accounts in a working paper envelope filed with the 
current working papers. Where Federal income tax papers are filed 
separately, they may likewise be filed in separate envelopes with the audit 
working papers and numbered correspondingly. 

Arranging the Working Papers for Indexing 

The working schedules should be arranged in the order of the items in 
the balance sheet and in the profit and loss account, the schedules support¬ 
ing the items on the assets side of the balance sheet to be followed by those 
supporting the liabilities and the profit and loss items. 

Each item of the trial balance entered on the classification of accounts 
should, unless it is unchanged from year to year or its nature is simple and 
completely obvious on its face, be supported by an appropriately referenced 
schedule. 

If items distributed to several balance sheet headings are included in one 
schedule, no difficulty is experienced, since the purpose of the schedule is 
not to explain a balance sheet item but to distribute a trial balance item. 

In a single company the columns on the classification of accounts (Chap. 
XI) constitute summaries of the balance sheet items. 

If consolidated accounts are to be prepared, the totals of the consolidated 
classification perform the same function, and consolidated summaries are 
also prepared as shown in Chap. XII. 

A study of those chapters will indicate the extent and nature of the 
cross indexing used. 

Indexing—A Convenient System 

The system of indexing employed in the example of the hypothetical 
Ashton Metal Products Co., and which may be considered as reasonably 
satisfactory for a small consolidated enterprise, is as follows: 
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Balance sheet headings 

Cash. 

Marketable Securities. 

Accounts Receivable. 

Inventories. 

Supplies. 

Accounts Receivable— 

Employees. 

Prepaid Expenses. 

Discount and Expense on 

Debentures. 

Investments. 

Land. 

Plant and Machinery. 

Reserve for Depreciation— 

Patents. 

Notes Payable—Banks. 

Accounts Payable. 

Wages Payable. 

Accrued Liabilities. 

Federal Income Tax. 

Debentures. 

Minority Interests. 

Capital Stock. 

Surplus. 

Minutes, etc. 

Sales. 

Cost of Sales. 

Dividends Received. 

Miscellaneous Income. 

Selling and General Expense 
Sources and Disposition of 
Funds . 


Indexing in 

Indexing in 

individual 

consolidated 

company 

summaries 

A 

— 

B 

SB 

C 

SC 

D 

SD 

E 

SE 

F 

_ 

G 

SG 

H 

_ 

I 

SI 

J 

— 

K 

SK 

L 

SL 

M 

— 

N 

— 

0 

SO 

P 

— 

Q 

SQ 

R 

— 

S 

— 

— 

su 

V 

— 

w 

sw 

z 

— 

AA 

SAA 

BB 

SBB 

CC 

see 

DD 

SDD 

EE 

— 


szz 


Each main item, as listed above, would have one or more subschedules 
numbered A 1, A 2, etc., for cash; B 1, B 2 for marketable securities, etc. 

The same method would be used for each company in the consolidation; 
if items did not apply, the letters would not be used. For instance, a 
company having no marketable securities would show cash—A, accounts 
receivable—C, etc. 

The method is simple and flexible. It involves using consecutive letters 
for each company or group under audit, the letters being imiformly used 
within the group but not necessarily for every audit carried out by the 
auditor or firm. 
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Unifoim Indexiiig 

Instead of adopting the first method of indexing outlined above, some 
accountants prefer to use a method by which a given letter always repre¬ 
sents a definite asset or liability appearing in the balance sheet. One that 
is quite simple and may be used with success is the following: 


Capital assets (and depreciation re- 


Capital stock. 

AA 

serves). 

A 

Funded indebtedness. 

BB 

Permanent investments. 

B 

Notes payable. 

CC 

Inventories. 

C 

Accounts payable. 

DD 

Accounts receivable (and reserve for 


Due to employees. 

EE 

bad debts). 

D 

Provision for Federal taxes. 

FF 

Due from employees. 

E 

Accrued interest, taxes, etc. 

JJ 

Notes receivable. 

F 

Dividends payable. 

LL 

Marketable investments 


Reserves (other than bad debts and 


(government bonds, etc.). 

H 

depreciation). 

RR 

Cash. 

K 

Surplus. 

SS 

Deferred charges. 

P 

Profit and loss. 

TT 

Due from branches. 

X 

Due to branches. 

XX 

Intercompany balances. 

Z 

Corporation minutes. 

zz 


These s 3 anbols may quite easily be arranged to suit the needs of individual 
offices, and by leaving occasional gaps in the letters, proper provision may 
be made for unusual items. 


Uniform Indexing with Single Letters Only 

As typical of another uniform method of indexing working papers, in 
which single letters are used for both asset and liability schedules and a 
given letter always represents specific accounts in the balance sheet and 
income statement, the following is submitted. This plan has been used 
many years in some accounting offices and has given complete satisfaction. 
A: Cost of Properties 

This account should include the cost of 
Franchises 
Real estate 
Plants 
Roadways 
WeUs 
Ships 

Equipment^ 

‘ It will depend upon the nature of the company's business whether tools, etc., should 
be included We or under the index initial H. 

It will fdso depend upon the particular circumstances whether or not it is desirable to 
state thiR group in the balance sheet in one total or in more or less detail. 

The work in progress should be segregated as between construction jobs for the com¬ 
pany (which should be included herein) and jobs for outsiders (which should be included 
under the index initial H). 
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Extraordinary charges such as interest during construction, and 
proportion of general expenses 
. Incomplete construction 

B: Proceeds of bond sales to be used for construction expenditures 
C: Organization expenses, discount on capital stock sold, capital stock 
issued as a bonus 

Note: Where a capital surplus (T) exists it will probably be desirable, for balance 
sheet purposes, to close this account into it. 

D: Trustees of Sinking Funds 

This will consist of investments in sinking funds under trust deeds 
and of cash in the possession of trustees 
E: Investments 

Include investments in other companies^ securities 
Note: A treasury bond represents merely a right, or medium, of creating a liability 
and thereby acquiring an asset (not necessarily of an equal amount), and, properly, 
should not itself be considered as an asset. 

G: Special Accounts 

Such an item would be ‘‘Deferred payments on land sales” 

H: Current Assets 
Inventories of 
Company’s product 
Ingredients 

Materials and supplies 
Cattle or other livestock^ 

Bills receivable 

Accounts receivable (less reserve for doubtful debts) 

This will include 

1. Work in progress for public 

2. Directors’, officers’, and employees’ balances 

3. Municipal deposits, etc. 

4. Interest accrued on bills receivable 
Cash in banks and on hand 

Special items, such as coupon accounts, etc. 

I: Deferred Charges 

Bond discount and expense 
Taxes paid in advance 
Insurance unexpired 
Interest paid in advance 
Other deferred items 

^ The nature of the company's business would have to be considered to decide whether 
or not this should be included under A. 
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J: Capital Stock 
Common stock 
First preferred 
Second preferred 

K : Subscriptions to Capital Stock 
Common stock 
First preferred 
Second preferred 
L: Bonded Debt 

Show each issue separately 
N: Borrowed Securities or Contingent Liabilities 
Short-extended in balance sheet 

0: Deferred Payments on Stocks of Other Companies and on Properties 
Purchased 
On stocks 
On properties 
Q: Current Liabilities 
Bills payable 

Accounts and wages payable 

Deposits, such as contractors, employees, meters, etc. 

Interest accrued but not due 
Declared dividends payable 
Bank overdrafts, less cash in hand 
Other accounts 
R: Special Accounts 

Income received in advance of due date, etc. 

S: Reserves 

Depreciation 
Casualty 
Insurance, etc. 

T: Capital Surplus 

Assessments on capital stock 

Premium on capital stock and surplus of consolidated companies over 
book cost of investments 
Capital stock donated to company 

Discount on company's bonds acquired below par (except where dis¬ 
count is not carried as a deferred charge, when this should be 
credited to the amount charged off as discount on the year's sales 
of bonds) 

Note: When the group T and also C are carried, for balance sheet purposes the 
one should be set off against the other. 



AUDIT WORKING PAPERS 


m 

U: Surplus 

Balance from last account 
V: Current profit and loss account 
Extraordinary credits 


Total 

Deduct: Dividends paid 
Extraordinary 
charges 


Balance __ 

Note; A separate file will probably be necessary for the profit and loss schedules, 
which should bear the initial V. The remaining items entering into the surplus account 
will be indexed U 1, U 2, etc. 

Still other methods of indexing current working papers will suggest them¬ 
selves to the experienced auditor, but these serve to illustrate the process 
and tend to emphasize the necessity for adopting some definite method of 
indexing all current working exhibits. As previously stated, not only 
should the general indexing be carefully done, but the cross indexing (rf 
items appearing in one schedule to related items in other schedules is espe¬ 
cially important because of the opportunity it affords for observing and 
checking the various interlocking parts of the accounts. 

The Permanent File Papers 

The permanent file papers, it has already been stated, should be kept 
separate from the current working papers and should include all papers 
that are of value for recurring audits, as distinguished from the next suc¬ 
ceeding audit only. It will be found satisfactory to have these papers 
indexed by arabic numerals, the papers being prefaced by a carefully pre¬ 
pared index sheet. 

Final Filing 

After the working papers have been arranged in accordance with the 
balance sheet and profit and loss account items and have been carefully 
indexed and prepared for final filing, they should be punched in the upper 
left-hand comer and securely stapled together. The spike should be in¬ 
serted with the points uppermost so as to permit the easy removal of the 
top papers or final statements for typing or for other use. 

Except for the classification of accounts, working schedules, when wider 
than a single sheet of working paper, should be folded over to that width. 
For double sheets of working paper, two folds are necessary: first, fold the 
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double sheet forward to the center and then fold the right half of the sheet 
again in the craiter. When the right half of the sheet is now turned over 
on the left half of the schedule, the three extreme right-hand colunms of 
the sheet will be uppermost. 

The assistant should write on the linen back or other cover the nAtnA of 
the assignment and the nature of the work performed. Not uncommonly 
a rubber-stamped imprint is also placed on the front cover, and the proper 
initials must appear on the working papers before they can be accepted by 
the filing room, W 2 .: 

Date (Date of work being done) 

Arranged 

and indexed (Initials of assistant) 

Approved 

for filing (Initials of principal) 

After the working papers are indexed and securely stapled together, place 
them in a strong fiberoid envelope for safekeeping. Mark on the outside 
of the envelope the name of the client and the nature of the work done. 
Also write in the upper right-hand comer of the envelope the file number 
and date, as previously explained. Since these papers usually are the sole 
evidence of work done and of the correctness of the report or certificate, 
too great care cannot be taken to make them easily usable by careful index¬ 
ing and thorough protection against destmction and soiling. Yet one 
should remember that the work must be completed within reasonable time 
and that the papers must set forth clearly and specifically all essential 
information needed for the verification and certification of the client’s 
balance sheet and accompanying income account. 



CHAPTER XVI 


PERSONAL BOOKS; FINANCIAL AND INCOME TAX RECORDS 
FOR THE INDIVIDUAL 


The foregoing chapters have dealt principally with corporation and other 
commercial engagements. This chapter discusses financial records for the 
individual. Broader treatment than has been used heretofore in this 
volume has been adopted, in that the subject matter is not restricted to the 
accountant's working papers and certain phases of auditing procedure but 
has been expanded to include a description of the permanent books and 
records. This method is selected for the reason that many otherwise 
necessary working schedules are eliminated through the use of proper 
personal books. The accounts and the procedure are so planned that 
much of the statistical information required for income tax returns and 
accounting statements may be drawn directly from the ledger pages without 
further analysis and consequently mthout the need for separate schedules. 
Therefore, for a complete understanding of the subject it is necessary that 
the books be considered in as great detail as the limited number of pre¬ 
scribed working papers. In addition, much of this chapter is devoted to a 
discussion of the ways and means through which the personal accounting 
system may best fulfill its functions of preparing for income taxes and 
assisting in the management of the individuaFs financial affairs. 

Increased Responsibilities of the Accountant 

During the twelve years which have elapsed since the previous edition 
of this book, the duties and responsibilities of the accountant engaged in 
income tax practice have materially increased. This is particularly true 
where the client is an individual. While both corporations and individuals 
have felt the pressure of sharply increased tax rates, which have lent new 
tax importance to every transaction, and of the complexities of new meth¬ 
ods for computing taxes, the individual alone has had to meet the problem 
of current tax payments. No longer may the tax year be a closed book 
before he is confronted with the necessity for reporting income and paying 
income taxes. On the contrary, he must keep currently informed in the 
matters of his income and profits and his deductions and losses if he is to 
file proper declarations of estimated tax. He must have prompt, up-to- 

m 
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date information if he is to be prepared to amend those declarations on the 
statutory quarterly dates, either upward to meet the requirements of the 
law or downward to forestall overpayment. The inevitable result has 
been that the accountant has been called upon to assume a large share of 
the additional burden. 

Advantages of Proper Records 

Under ideal conditions, the accountant will install or approve the books 
and other financial records, will keep or supervise the keeping of those 
records, and will always be called upon to advise on out-of-the-ordinary 
transactions before they have taken place. Given these advantages, 
preparation of tax declarations and final returns will become a simple rou¬ 
tine of transferring figures from the books through the medium of a limited 
number of working papers to the official tax forms. When tax returns 
have been filed, the accountant will be prepared with clear and intelligent 
records for presentation to the examining officer. These will not only 
facilitate the examination, but they mil also remove the possibility of in¬ 
equitable tax adjustments resulting from uncertainty as to actual facts. 
Complete, well-kept records are indispensable in reducing income tax 
payments to the absolute legal minimum. 

Unfortunately, these ideal conditions do not always exist. Too often 
the accountant must prepare returns from insufficient records and meager 
information and must report on transactions concerning which he has not 
been able to secure complete details. He must develop from outside 
sources important elements in the financial affairs of the taxpayer, or he 
must strive to overcome the effects of inexpert handling of taxable transac¬ 
tions. It is obvious that, when returns have been prepared under these 
conditions, complete schedules, explicit as to the source of information and 
the tax reasoning involved, are highly important, both to protect the 
interests of the taxpayer and to safeguard the accountant, for he also will 
have signed the return. Schedules of this nature will explain and support 
the return at the time of examination, but they are at best unsatisfactory 
makeshifts and the client should be urged to establish proper personal 
accounts. 

The accountant must be prepared to reply to the taxpayer who very 
reasonably inquires, ‘‘Why should I establish personal records? I am well 
acquainted with the facts of my income and I pay full proper income taxes. 
Why should I have my personal finances set up in orderly array for the 
inspection of the tax examiner? Will this not serve to invite trouble? 
Will it not result in constant effort to prove to him that matters are not 
taxable which would not otherwise be called to his attention?'' 

The answer is that the taxpayer already has personal records. He has 
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had them dnce he first opened a bank account. If he has never concerned 
himself with the keeping of a checkbook, his bank statements and the 
copies retained by the bank are his records. They are available to the 
examiner, who will secure them if no other means for making the audit are 
offered. Greater difficulty will be experienced in establishing the status of 
unclassified bank items than if they were currently classified and properly 
recorded. The burden of proof rests upon the taxpayer and, if his mem¬ 
ory fails with respect to the circumstances of any transaction, he may, 
without proper records, find himself in the regrettable position of pa 3 dng 
taxes where none are due. 

No Legal Requirement for Form of Personal Records 

The individual has never been required to keep books on his personal 
financial affairs. Unlike the corporation, he has no pattern set by law, 
official classification, or precedent that must be followed in the planning 
of his accounts. Treasury Department regulations are not exacting. For 
his income tax records, he is told only that he ^‘is required by law to make 
a return of his true income’’ and that ‘‘he must, therefore, maintain such 
accounting records as will enable him to do so.” These records need only 
be such “as are in his judgment best suited to his purpose.” Unhampered 
by official requirements, the accountant is free to design the accounting 
system with only the needs of his client in his mind. 

Important Considerations in Planning Personal Books 

Three outstanding considerations in the designing of a personal account¬ 
ing system are (1) the size and type of the income and financial affairs of 
the client, (2) the statistical requirements beyond income tax information 
and (3) the capability of the person to whom will be assigned the main¬ 
taining of the records. Care should be taken to avoid an overelaborate 
system, but provision for necessary statistics and information should never 
be omitted to achieve simplicity in the accoimts. 

1. Size and Type of Income and Financial Affairs 

It is obvious that the type and number of sources of income, the form of 
income-producing and other property, and the extent of the client’s 
financial affairs are of first importance in determining the form of records 
that will be needed. 

The Federal tax law has to a limited extent recognized the normal lack 
of records of the man whose only income is compensation for personal 
services and has provided that his employer supply him with a record of his 
earnings at the close of the taxable period. In addition, a standard de- 
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duction has been authorized, obviating in many cases the necessity for a 
detailed record of his deductions for income tax purposes. This man has 
small need for formal personal records. 

Consider next the man who in addition to^ salary receives a moderate 
income from a small number of investments in the form of dividends, 
interest, or rentals. It will be necessary that he keep a record of this in¬ 
come and for that purpose a colunmar book laid out with an eye to the 
requirements of the income tax return will be sufficient, although he will 
have approached the stage when he will need a ledger, if only to establish 
a permanent record of the cost basis of his securities and other property. 

However, for the man of extensive affairs, with numerous sources of in¬ 
come and large and varied holdings of securities and real property, a 
complete set of books and records is essential. The system described in 
the following pages has been used successfully for a number of years and, 
while designed primarily for large affairs, it has proved flexible and adapt¬ 
able to affairs of any size or degree of importance. 

2. Statistical Requirements beyond Income Tax Information 

Much of the success of the system will depend upon the provisions made 
for the analysis and presentation of statistics beyond income tax require¬ 
ments. The books, the information which they supply, and the financial 
statements which are prepared from them must be planned to attract the 
attention and interest of the client. They must supply interesting reading 
to him. This should not be difficult to achieve, for they tell the story of his 
personal fortune and of the success he has met with in his undertakings. 

It will not be unusual if at the outset the books represent to the client 
only necessary evils, regarded with a certain detachment because of their 
undoubted association with the income tax return. He will expect min¬ 
imized taxes, which will result if the books are properly planned, but the 
system will not be wholly successful until it has been accepted by the client 
as the source of valuable assistance in the management of his financial 
affairs. This aim cannot be accomplished if the books are planned only 
as tax records. 

It is in the field beyond income taxes that the accountant will find his 
opportunity to demonstrate the full worth of personal books. He must 
plan the accounts in such manner that statistics designed to meet the 
special needs of his client will be readily available. He must devise con¬ 
cise informative statements in which those statistics are set forth. They 
may relate to investments, supplying figures, possibly in comparative form, 
with respect to their cost basis, market value, or income yield. They may 
be planned to assist in the control of personal or business expenses. If the 
client operates in the stock market, prompt analytical summaries of his 
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transactions will prove to be valuable aids. If the client plans a new will, 
an outline of the results of proposed provisions will be helpful. 

Effort should be made to ascertain the particular features in the client’s 
financial matters in which Jie is most interested and the form of mental 
analysis which he customarily makes of his property and income. If, for 
example, as an investor in oil royalties, he is interested in the belief that 
results from properties in one state have been more satisfactory than in 
another, the accounts should be arranged to provide statistics on that sub¬ 
ject. A substantial portion of his securities may have been inherited and 
he may have purchased others. He will be interested in a comparison 
showing which have proved more profitable, both as to principal and in¬ 
come. He may be interested only in the total amount of dividends re¬ 
ceived or he may wish that they be classified in accordance with the class 
of stock or the type of industry. He may wish a wide classification of the 
expenses of his residence. 

The client’s wishes and interests should be studied and his personal books 
designed with those factors in mind. The books are his personal property, 
established voluntarily under no official requirements, and they should be 
made interesting to him along the lines of his mental processes, if they and 
the statements drawn from them are to be of the utmost possible value to 
him. 

3. Capability of the Bookkeeper 

A very important consideration in the planning of personal books is the 
capability of the person who will keep the records when they have been in¬ 
stalled. The success of the system will depend to a large extent upon him. 
It is natural that the best results will be obtained when the work is done 
by the accountant who made the installation or by an assistant under 
direct supervision. When this is not possible and the circumstances per¬ 
mit, the accountant should suggest that he be commissioned to select a 
bookkeeper whom he considers to be sufficiently experienced to operate 
the system. Often, however, an employee with other duties, such as a 
secretary with no bookkeeping experience, will have been chosen tp take 
over. In this event, the accountant must determine the nominee’s apti¬ 
tude for the work and plan the accounts and procedure accordingly. 
Simple accounts properly kept will prove more satisfactory than a complete 
set of books that are beyond the powers of the bookkeeper. 

Inasmuch as the primary purpose of personal books must be the ac¬ 
cumulation of facts and figures for the preparation of the income tax re¬ 
turn, more emphasis will be laid upon that feature in the following descrip¬ 
tion of form and procedure than upon the requirement that the books be 
shaped to supply additional statistical information to the client. The 
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latter problem is one principally of account classification and one that must 
be met in a different manner in each engagement. 

THE PERSONAL ACCOUNTING SYSTEM 
Classification of Procedure 

Complete accounting and income tax procedure for the individual may 
be classified under eight headings, as follows: 

Before the Taxable Period: 

I. Assembling of facts with respect to financial affairs 

II. Installation of financial books and records 

During the Taxable Period: 

III. Keeping of books and records 

IV. Preparation of declaration of estimated tax 

V. Preparation for tax returns before close of period 

After the Taxable Period: 

VI. Preparation of income tax returns 

VII. Preparation of annual report to client 

VIII. Conducting audit of return with examining officer 

During all the above steps, it is essential that the accountant be well 
versed in the law and regulations and fully informed and up to date with 
regard to court decisions affecting income tax. He must have learned to 
think tax-wise. He must be as firmly grounded in tax principles as he is in 
accounting principles, if his client is to receive the greatest possible benefit 
from his services. This means far more than a casual reading of the regula¬ 
tions. It signifies a close attention to current tax thinking as evidenced by 
the most recent court decisions and an understanding of the principles and 
reasoning leading to those decisions. He will have learned that often not 
only the form of the transaction but also the method through which it is 
recorded will have an important bearing on the tax result. His duty is that 
his client pay full legal income taxes and no more. 

Current Reporting Services 

For this purpose, he should be equipped with loose-leaf, hence always 
up to date, volumes of the Internal Revenue Code, including both current 
and past revenue acts, and of the Treasury Department regulations. He 
should have at least one of the very efficient loose-leaf income tax reporting 
services through which he will have access to all rulings of the Treasury 
Department and all court decisions on income tax matters. He will need 
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similar reporting services covering income tax laws, rulings, and decisions 
in ihe various states to which his clients must report. A capital changes 
service, currently reporting all adjustments in the capital structure of 
corporations in which his clients may own shares, and a published annual 
record of corporation dividends will also be needed. 

BEFORE THE TAXABLE PERIOD 
I. Assembling of Facts with Respect to Financial Affairs 

The first problem of the accountant who will install the personal ac¬ 
counts will be the determination of assets and liabilities of the client, 
which includes the ascertainment of the cost basis of the former and the 
verification of amount of the latter. Of these, the cost basis of assets 
will ordinarily present the greatest difficulties. 

Independent Inventory of Assets 

For his list of assets he should not rely upon existing book records but 
should establish his record independently from a count of the client’s 
safe-deposit box and from other physical inventories. This is of the utmost 
importance, for uncertainty as to the accuracy of existing records may very 
well have been the chief reason for the client’s decision that he needed a 
new and more complete set of books. As an example of the risk involved 
in reliance upon the client’s records, stock dividends or new shares received 
imder a split-up plan may have been placed in the safe-deposit box without 
being entered on the records because no cash payment was involved and 
hence no customary posting procedure resulted in an automatic writing 
of the new shares in the security account. Bonds may have been stamped 
under a plan of reorganization and the transaction recognized for taxes, 
thus effecting a change in cost basis, without entry to indicate that they 
had been taken from the box and replaced in different form. In order 
that adjustments of this nature may be traced, the security inventory 
should include a complete description of each certificate, including number, 
date of issue, the name in which it is registered, and any stamping or en¬ 
dorsements that may appear on it. 

Ascertainment of Cost Basis: Real Property 

When the accountant is satisfied that he has in his possession a complete 
detailed list of the client’s assets, he will turn his attention to the ascertain¬ 
ment of cost basis. 

Real-estate holdings, both of business and residential nature, will first be 
considered, The accountant will have secured adequate descriptions frotn 
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deeds and other pertinent documents, and these will also have asdsted in 
determining dates of original acquisition. In the determination of cost 
basis, he must scrutinize past checkbooks, contracts, and correspondence 
and must interview his client for his recollection with respect to such capital 
improvements as have been made during the period of ownership. Existing 
book records of the client should be examined both for additional informa¬ 
tion and for agreement with information secured from other sources. The 
estate tax return will assist in the case of inherited property. Amounts of 
past depreciation on rental, business, or investment properties must appear 
on the books and for this purpose copies of past income tax returns and of 
agents’ reports on examinations will be helpful. 

Ascertainment of Cost Basis: Securities 

The ascertainment and verification of the cost basis of the client’s se¬ 
curities are the most important and often the most difficult portions of this 
stage of the engagement. 

When possible, the information with respect to security costs will be 
drawn from original purchase records, such as brokers’ confirmation slips, 
correspondence, and check stubs. When no other source of information 
is available, it may prove necessary to call upon brokers through whom the 
client has dealt for an investigation of their records to determine date of 
acquisition and cost of securities. Cost basis of inherited securities will be 
secured from the estate accounting or the estate or inheritance tax return. 
Securities acquired through gift before January 1, 1921, will be valued at 
their fair market value on the date of gift; if acquired through gift after 
December 31, 1920, they will be valued at the donor’s cost basis. Market 
value at date of gift should also be noted. Securities acquired before 
March 1,1913, may be valued at market prices on that date, if no record of 
actual cost is available. 

During the above procedure, certificate dates and such information with 
respect to acquisition dates as may be secured from the client’s records 
will supply valuable leads toward the identification of securities received 
as stock dividends or through other changes in company capitalization. In 
the event that the accoimtant has not been able to establish cost basis for 
a security, it may be carried at the nominal value of $1 until such time as a 
proper book value may be assigned. Working papers used in the accumu¬ 
lation of this information should indicate the source from which each item 
has been secured. 

The material that has been assembled should be summarized in con¬ 
densed form for entry in the respective ledger security accounts. A com¬ 
plete history of capital changes in each security during the period of holding 
should be included. 
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Verification of Capital Changes 

Since it is obvious that the mere identification of purchase slips with 
present holdings, even though they may agree as to number of shares, 
presents no assurance that the original cost has not been diluted through 
the receipt and sale of stock dividends or other capital adjustments, the 
statistics that have been prepared should next be checked against the 
capital changes service volume. The accountant will in this manner verify 
that the cost basis which he has established for each security has taken into 
account all stock dividends, subscription rights, split-ups, and other adjust¬ 
ments effective during the period of ownership. It may readily be seen 
that this verification is extremely important, not only to assure the cor¬ 
rectness of the books but also to guard against an incorrect return of 
capital gain or loss should the security be sold. When securities of small 
or closely held corporations are not included in the capital changes service, 
the required information may often be secured through the publishers, 
failing which the client should be requested to obtain it from the company 
officers. 

Substitution of March 1, 1913, Values 

Substitution of fair market values at March 1, 1913, for cost, when the 
latter is not available, is permissible in the recording of all assets that have 
been held uninterruptedly since that date. The significance of the date is, 
of course, that it marked the inception of Federal income taxes. Its use 
for book value is justified by the fact that in many instances the 1913 value 
represents applicable cost basis for the computation of capital gain for 
Federal taxes. In like manner, cost basis for state income taxes will be 
infiuenced by the fair value on the effective date of the state statute. For 
example, fair market values on December 31, 1918, must be considered in 
determining the cost basis for New York State taxes. In his preliminary 
work, the accountant should therefore determine the value on the 1913 
date, and on the effective date of any state income tax law under which his 
client must report, of all assets that may be affected by these provisions, so 
that memorandum notations may be made in the appropriate ledger 
security accounts. 

Partnership Interests 

Partnership interests of the client will require careful compilation, and 
the accountant’s working papers should contain an agreement with the 
client’s account or accounts on the partnership books. 
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Loans and Accounts Receivable 

Usual verification methods will be used to establish the amounts of loans 
and accounts receivable, and in addition the client should be consulted to 
distinguish between accounts on which repayment is anticipated and those 
which actually represent gifts. This is a distinction peculiar to personal 
accounts. Unlike a corporation, the individual may divest himself of this 
world’s goods as freely as he wishes, and often payments or transfers of 
property are entered on his books as loans or accounts receivable, when 
actually no repayment is expected or desired. This may be done only for 
the reason that he wishes to maintain a record of distributions made to his 
family or others, but it is poor bookkeeping practice and should be dis¬ 
couraged by the accountant. In the event of the client’s death, it may be 
very difficult to explain to the estate or inheritance tax examiner that ac¬ 
counts of this nature are merely statistical and do not represent assets of 
the decedent. To meet the client’s wishes, a separate memorandum record 
for these items may be installed, but they should not appear in any form 
on his formal books of account. Only such loans and accounts receivable as 
were originally intended to represent assets of the individual should be 
carried to the new ledger. 

Cash on Deposit 

The accountant will have determined from a discussion with his client 
whether or not he will wish all his checking accounts carried on his books. 
Possibly the client will wish to have one or more accounts restricted for his 
personal and private use, in which event neither the transactions nor the 
balances in those accounts will appear on the books. There can be no 
objection to this procedure, since the client is entitled to such privacy in his 
personal affairs as he may desire. If such be the case, cash transfers from 
other checking accounts to the unrecorded accounts will be written off as 
personal expenses when they are made. To avoid tax complications, it 
should be agreed that no deposits will be made in the private accounts other 
than cash transfers from regularly recorded accounts. 

It must be understood that private checking accounts of this nature will 
undoubtedly include the pajnment of amounts that will serve as Federal or 
state income tax deductions, if only in the form of sales taxes or contribu¬ 
tions, and an arrangement should be made for the bookkeeper to secure a 
record of these items for entry on the books, crediting, of course, personal 
expenses. The bookkeeper should be charged with the responsibility for 
securing from the client before the end of the fiscal period a record of all 
such deductible items and of other items, such as loans or capital expendi¬ 
tures, which the client may wish to have set up as assets on his books. A 
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similar arrangement should be made if the client will require statistical in¬ 
formation not needed for his income tax return, such as an analysis of the 
expenses of a summer residence. Thus, the bookkeeper may be assured 
that he will not be deprived of access to figures necessary for the prompt 
preparation of the required information. 

Liabilities 

Liabilities entered on the books of the individual are usually in the form 
of bank loans, mortgages, loans due companies or individuals, balances due 
brokers, accrued interest and taxes, and similar obligations which should 
not be diflBicult of verification. Ordinarily minor household and personal 
bills, unless accrued for tax deductions, will not be entered on the books 
until paid and will consequently never appear on the books as liabilities. 

Each engagement will present its own problems as to assets and liabilities 
and the amounts at which they should be entered on the records. This 
outline is intended only to suggest the type of problem and the method of 
approach. When the accountant is satisfied that he has prepared the 
necessary material, he will be ready to consider the installation of the books 
and records. 

BEFORE THE TAXABLE PERIOD 
II. Installation of Financial Books and Records 

The full complement of personal books consists of five current bound 
records. These are the ledger, the journal, the cashbook or cash journal, 
the income analysis, and the security record. Of these, the ledger repre¬ 
sents the depository or storehouse of facts and figures which reach it through 
the medium of the original records of the journal and cashbook, and the 
income analysis and security record follow to analyze those facts and 
figures into statistical form necessary for the proper management of the 
client’s financial affairs and for the preparation of his income tax returns. 

Permanently Bound Books Recommended 

Permanently bound books, as distinguished from the loose-leaf type, are 
recommended. These records are the personal property of the individual 
and they share none of the legally inviolable nature of corporation books, so 
there is nothing to prevent the owner should he desire to remove loose-leaf 
pages to study them at his convenience. This is not imcommon and it fre¬ 
quently results in lost pages and incomplete records. The bound volume 
presents the solution. 

In addition, permanently bound records afford a greater appearance of 
authenticity as original records for presentation to the examining officer. 
The natural temptation to the bookkeeper to rewrite dog-eared and untidy 
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accounts, thus inviting through freshly written pages the unfavorable 
scrutiny of the auditor, is missing. The disadvantages, in that accounts 
cannot always be kept in alphabetical order and that it may be necessary 
after a period of years to continue an account in a different section of the 
volume, may be overcome through adequate original spacing of account 
pages and through proper indexing. When additional privacy is desired 
because of the personal and confidential nature of the accounts, the volumes 
may be equipped with secure book locks. 

The Ledger 

The ledger and its classification of accounts will be considered first. The 
book should be selected with care to meet the requirements of the system 
planned by the accountant. It must be of the double-entry type. It 
should contain a sufficient number of pages to meet the client^s needs over a 
period of years and to provide for expansion in his affairs. Page size 
should be ample to accommodate fully detailed and legibly written ac¬ 
counts. The account page should be ruled in such manner that the descrip¬ 
tion or inner portion of the debit column will be at least twice as wide as the 
corresponding portion of the credit column. This will provide space for the 
full description of assets and for an inserted shares column in accounts treat¬ 
ing of security ownership and location. Alphabetically tabbed index 
pages will be bound in the front of the book. 

The accountant must now determine the ledger accounts that will be 
required in order that the books may most readily supply information 
necessary for the preparation of income tax returns and of the accounting 
statements that have been planned for the client. For this purpose he will 
review the data he has assembled with respect to assets and liabilities, 
sources of income, and proposed segregation of expenses. Procedure for 
opening the ledger and a number of typical ledger accounts are described 
in the following paragraphs. 

Capital Account 

Capital Account will be entered on the first ledger page. This is the key 
account. It will at one time or another reflect in its balance every entry 
in the personal accounting system. Its purpose is to record the book value 
net worth of the individual. This net worth will consist of the total cost 
basis of his assets, less the total amount of his liabilities. 

In its opening form, the total cost basis of each class of asset will appear 
in the credit column, the total amount of each class of liability in the debit 
column. The net balance in the account will represent book value net 
worth on the opening date. 

Much of the informative value of Capital Account will depend upon the 
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classification adopted at this time. Important elements in the financial 
position of the individual should be emphasized through separate entries 
in the account. For example, the client’s securities may be fundamentally 
composed of two separate classes, such as a large interest in one industry 
and a diversified list of other holdings. In that event, two asset items, such as 
“oil securities” and “other securities,” should be considered. Separate items 
may be indicated for securities which have been inherited and those which 
have been purchased, or for preferred and common stocks*. An appro¬ 
priate classification of liabilities should be determined in the same manner. 

When decision has been reached with respect to the most suitable group¬ 
ing of the assets and liabilities, each class will be recorded in Capital Ac¬ 
count through the medium of a separate journal entry. Every item in¬ 
cluded in each class must in turn be recorded in a separate asset or liability 
account. Consequently, the entries recording classes of assets will con¬ 
tain a number of debit items and one credit; those recording classes of 
liabilities will contain a number of credit items and one debit. 

The entries described above represent the initial steps in the opening of 
the ledger. 

Capital Account is not only utilized for the opening of the books but it is 
also the account to which closing entries are made at the end of the ac¬ 
counting period. At that time the net balances in all income and expense 
accounts are transferred to it through journal entries, leaving only asset 
and liability accounts open on the ledger. It is next charged with a final 
income tax accrual entry. The balance in Capital Account will then 
report the book value net worth of the individual at the closing date. 

Asset Accounts 

The various asset accounts, preferably arranged in balance sheet order, 
will follow Capital Account in the ledger. These should be well spaced to 
permit entry of subsequent acquisitions in their proper order. Controlling 
accounts supported by subsidiary ledgers are not recommended in the 
personal accounting system. If in his preliminary work the accountant has 
not been able to establish actual cost basis of any asset and he proposes to 
use a substituted or nominal cost basis, the asset account should clearly set 
forth that fact and should indicate the source of the book value which he 
enters. 

Asset Accounts: Real Property 

A separate asset account should be provided for each real-estate holding. 
The accoimt will contain a brief description of the property, including 
acreage, assessed value, and type of improvement. The history of the 
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client’s ownership of the property antedating the opening of the books 
should be included. Provision should be made for depreciation reserve 
accounts in connection with business and rental properties. 

Asset Accounts: Securities 

A separate ledger account, illustrated herewith as Specimen Form A, 
page 451, will be required for each security holding. All transactions in 
the same security should be entered in the same account, regardless of 
location or form of ownership. No distinction will be made in this account 
between securities held in safe deposit and securities deposited as collateral 
against loans or brokers’ accounts, nor will any be made between securities 
owned outright and those in which the client owns only a partial equity 
through margin or installment plan purchase. The ledger security ac¬ 
count is designed to show at any given time the client’s total holding of the 
security and its cost to him. Consequently, changes in location, such as 
transfers from broker to box, changes in certificate form, or changes of any 
nature that does not affect the total number of shares or total cost are not 
entered. These and other important functions fall within the province of 
the security record, which will later be described. 

Complete History of Security Holding 

As each security is entered, the complete history of the client’s present 
holding should be written in the account so that, should it be sold or its 
sale contemplated, the accountant will be in possession of all facts affecting 
computation of gain or loss. If the period of ownership dates back to 
March 1,1913, fair market value on that date should be shown, either in the 
computation of book value or in memorandum form at the top of the ledger 
page. Similar information should be included with respect to the value of 
securities owned on the effective date of state income tax laws imder which 
the client must report capital gain or loss. 

It is recommended that all entries in the ledger security accounts be made 
through the journal. Opening entries, crediting Capital Account, have 
been described. In recording subsequent transactions, entries for the full 
amount of the purchase or sale price will charge or credit the security ac¬ 
count and will credit or charge the account of the seller or purchaser. This 
method should be followed even though a cash transaction is involved. In 
this event, the cash disbursement or receipt will be posted from the cash¬ 
book to the latter account. Separate journal entries will transfer gain or 
loss to capital gain or loss account. The short-cut entry, which combines 
computation of gain or loss with recording of the sale and credits the se¬ 
curity account with one amount to eliminate the cost basis of the shares 
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that have been sold, is unsatisfactory because it leaves an incomplete and 
ambiguous record of the transaction. 

The Inserted Shares Column 

The inserted shares column in the accompanying Form A specimen ac¬ 
count will prove valuable in the security accounts. It may also be used to 
advantage in ledger accounts covering bank loans, accounts with brokers, 
and other collateral loans of any nature. In such cases, it is customary to 
use only one inserted column, which will be carried on the debit side. 
Shares placed in the accounts through purchase or delivery are entered in 
black, sales or deliveries from the accounts in red. When red entries are 
checked out against corresponding black entries, unchecked items will in¬ 
dicate securities remaining in the accounts. Short sales will be entered in 
red, subsequent covering purchases in black. Confirmations of securities 
held in depositories other than the client’s safe-deposit box should be se¬ 
cured at least annually and compared for verification with the respective 
inserted shares columns. 

It is good practice to include in the ledger an account that will serve as a 
check list against the contents of the client’s safe-deposit box or against se¬ 
curities held in a custodian account. Only the inserted shares column will 
be used. No entries will be made in the columns ruled for dollars and 
cents. Periodic counts of the contents of the box should be made and the 
resulting lists checked against the account. 

The total number of shares of stock and the aggregate par value of bonds 
entered in the inserted shares columns of ledger security accounts should 
be checked at intervals, through the medium of an additional column in 
the trial balance, with the totals of the shares and par value columns of the 
income analysis. The latter record will be discussed in a following section. 

Asset Accounts: Loans and Accounts Receivable 

Loans and accounts receivable which the accountant has determined to 
be actual assets should be recorded in separate accounts. The type of 
obligation, interest rate, maturity date, and collateral security should be 
specified. The past history of each account should be outlined. 

Asset Accounts: Cash 

Cash Account will be opened through the journal, the opening entry in¬ 
cluding in one amount the total of the balances in all checking accounts 
that are to be carried on the books. This amoimt will agree with the 
opening balance in the cashbook. All subsequent entries in Cash Account 
* will be made through direct monthly postings of total receipts and disburse- 
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ments from the cashbook. Balances in the account and in the cashbook 
should agree after each monthly posting. 

Liability Accounts 

A separate account should be provided for each liability. It may at 
times appear the simpler procedure to enter all loans or other groups of 
liabilities in one account. This will lead only to constant analysis. It 
will delay the process of supplying statistics and will prove unsatisfactory. 

Full details of the liability should be shown in each account. These will 
include the interest rate, maturity date, and all other pertinent informa¬ 
tion. The inserted shares column will be utilized in accounts with brokers 
and in the recording of liabilities of any nature against which collateral 
security has been deposited. When securities enter these accounts through 
purchase or deposit or are withdrawn through sale or delivery, immediate 
entry in the shares column is required. When the accounts are active, the 
column should frequently be ruled off and the open items rewritten below 
the ruling for ready reference with regard to current position. Monthly 
statements rendered by brokers to the client should be checked against the 
ledger account for agreement of the cash and security positions. 

Accounts recording liabilities for mortgages should contain information 
concerning such amortization arrangements as have been made. The 
history of each mortgage, including the amount of the original obligation 
and all changes therein, should be shown. 

The accounts required for the recording of income tax liabilities will be 
considered in a following section treating of the handling of current trans¬ 
actions. 

Income and Expense Accounts 

The various income and expense accounts will follow the asset and lia¬ 
bility accounts in the ledger. A sufficient number of pages should be pro¬ 
vided between the accounts to accommodate postings for a number of years. 

Inasmuch as the system includes an income analysis as a separate record, 
all income of the individual will ordinarily be entered in one ledger accoimt. 
However, there will be cases in which the accountant will decide that a 
wider ledger analysis will better serve his purpose. For example, should 
the client own large interests in rental properties, he may favor a sep¬ 
arate ledger accoimt for rental income. In this event, rentals will be ex¬ 
cluded from the income analysis and made the subject of separate analytical 
schedules. In this, as in all matters pertaining to the installation of the 
records, the accountant must determine the method that in his judgment 
will result in the most intelligent presentation of the accounts. 

The number of expense accounts and their classification wiU depend upon , 
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several factors. First to be considered will be the requirements of the in¬ 
come tax return. Accounts should be opened for each type of deduction 
listed on the return. A separate account should be provided for non¬ 
business expenses. In many instances the return classification will not 
appear sufficiently wide, in which event further distribution may be made 
in any manner considered advantageous. For example, taxes paid may be 
segregated into three accounts under headings of income taxes, real estate 
taxes, and other taxes, or interest paid may be classified in accordance with 
the type of obligation. 

The accountant must next determine the accounts that will best serve 
in the preparation of such accounting statements as he has planned to 
render his client. These will vary in conformity with the wishes and per¬ 
sonal affairs of each individual. There will be accounts to record personal 
expenses, insurance premiums, and household expenses. The latter should 
be stated separately for each residence, and a wider distribution to cover 
labor costs, repairs, food, and similar items is often required. The ac¬ 
countant will have informed himself of the type of statistical information 
to which the client has become accustomed, and he must guard against the 
omission of any features which the latter may wish continued. If a survey 
of checkbooks discloses unusually heavy expenditures of any type or a pre¬ 
dominant interest of the client, separate accounts to set forth the facts 
should be provided. 

Capital Gain and Loss Accotmt 

An account should be provided for the accumulation of the amounts of 
capital gains and losses registered on the sales of securities and other 
assets. 

An analysis of the account will be made through the capital gain and 
loss schedule, which is illustrated in the accompanying Specimen Form 
G, page 463. To assist in the analysis, notations indicating the long- or 
short-term status should be made against each item in the account. 

Unusual Types of Personal Books 

Before leaving the subject of the ledger, mention should be made of the 
unusual types of personal books which are sometimes found necessary, 
either to provide additional privacy or to minimize the effort required in 
their maintenance. One of these forms omits from the ledger the cash 
asset account and all cash transactions. Each month the client draws 
from his checkbook a list of items representing taxable income and tax de¬ 
ductions. This information is journalized and posted to the appropriate 
ledger accounts. The double-entry form is preserved through two ac¬ 
counts entitled Cash Income Collections and Cash Tax Deductions- . In- 
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formation concerning cash purchases and sales of assets and Rimn ar transac¬ 
tions is secured and entered in the same manner, requiring the use of an 
account entitled Cash Principal Transactions. Another and more intri¬ 
cate system makes use of general books for all cash income and expense 
accounts and a private ledger for capital items. While not recommended 
for general usage, these and similar systems have their place and when 
properly installed and maintained prove satisfactory to the client and the 
tax examiner. 

The Journal 

The journal^ which is the next record for consideration, should be of the 
conventional double-entry type and requires no description. It is the 
customary companion volume through which all entries other than cash 
transactions are recorded for posting to the ledger. When the individuars 
affairs are not large and the transactions to be recorded are not too numer¬ 
ous, a single volume in which both journal and ledger are bound will prove 
satisfactory. Chronological order of journal entries on pages headed by 
months is customary. Full description, in text form if necessary, should 
accompany each entry. This cannot be too strongly emphasized, as the 
journal entry description is often the only permanent record of the circum¬ 
stances surrounding the transaction. 

Typical entries made through the journal are mentioned in other sec¬ 
tions of this chapter as they appear pertinent to the subject discussed. 
Among these is the opening of the books through entries, writing on the 
ledger the assets and liabilities of the client on the opening date. When 
the books are in operation, all transactions through brokers and custodian 
accounts, excepting only direct cash payments and withdrawals, will be 
journalized. Journal entries showing full details of cost basis and selling 
price will transfer gains and losses on the sale of assets to Capital Gain 
and Loss Account. Gifts made or received in property form, depreciation 
of assets and all necessary account adjustments will be recorded through 
the journal. Finally, at the end of the accounting period, the books will 
be closed through journal entries transferring income, expense, and income 
tax accounts to Capital Account. 

The Cashbook 

The cashbook, or cash journal, is the medium through which cash re¬ 
ceipts and cash disbursements are entered on the ledger. It is a monthly 
record. It should be closed and posted at the end of each calendar month. 
If carefully selected, the usual commercial t3q)e of bound columnar book 
may be used. Specially designed and printed volumes are recommended 
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in cases where the number of entries or the number of distribution columns 
is imusually large. 

The left-hand side of the double-page width should provide first a date 
column, next an adequate description space so that the names of the payees 
or payors may be entered with a brief description of the transaction, and 
finally a sufficient number of columns for tabulation and distribution of 
cash receipts. The right-hand side should be reserved for tabulation and 
distribution of cash disbursements. The first money column on the 
receipts side will be headed for total receipts. In like manner, the first 
column on the disbursements side will be assigned to total disburse¬ 
ments. 

The number of columns provided for distribution purposes must be de¬ 
termined by the accountant in accordance with the requirements of each 
engagement. Ordinarily, two columns will be sufficient for the distribu¬ 
tion of cash receipts. Of these, one will be designated for income collec¬ 
tions, the other for miscellaneous receipts. Additional columns may be 
provided if the accountant anticipates that receipts for accounts other than 
income will be in sufficient volume to warrant such action. If more than 
one income account has been planned for the ledger, separate columns 
should be provided for each. 

The disbursements side of the cashbook will require a wider analysis 
and consequently a larger number of distribution columns. Columns 
should be considered for every lejlger expense account and for every other 
account for which any substantial number of posting items is to be ex¬ 
pected. A miscellaneous disbursements column should be inserted. 
Much unnecessary schedule analysis of accounts may be avoided at a 
later date if the distribution of disbursements is well planned , at this time. 

The miscellaneous receipts and disbursements columns are customarily 
written in the second column on each side of the cashbook, following the 
total column. They are utilized for items for which no colunmar provision 
has been made. Individual items that have been distributed to these 
columns are posted separately to the appropriate ledger accounts. 

Cashbook Operation and Methods 

When the form of the cashbook has been determined and the book pre¬ 
pared, the first entry will record on the receipts side the balances on the 
opening date in the checking accounts to be carried on the books. The 
total of these balances, which will agree with the opening entry in the 
ledger cash account, will be distributed to the miscellaneous receipts col¬ 
umn. Cash receipts and disbursements for the ensuing month, as evi¬ 
denced by checkbook deposits and withdrawals, will then be written in 
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chronological order in the respective columns. Use of a voucher system in 
the accounts of the individual will not be necessary if each checkbook item 
has been properly identified and described. Correspondence and paid bills 
should be promptly filed and available to the accountant should additional 
information be required. 

After all cash items for the month have been entered, the cashbook will 
be closed and posted in the following manner. The total disbursements 
column will be footed, after which the total of the closing cash balances in 
the checking accounts will be entered in the same column. This amount 
will be distributed to the miscellaneous disbursements column. The 
double page should now be ruled off and all columns totaled. If the cash¬ 
book is in balance, the two total columns will agree in amount, and cross 
addition of the respective distribution columns will agree with them. 
From the footing of the total receipts column the total of the opening bal¬ 
ances should now be deducted. The resulting figure will represent the 
month’s cash receipts. This amount and the first footing in the total dis¬ 
bursements column should be posted to the ledger cash account, which 
should then be in balance agreement with the cashbook. The opening and 
closing balances are included in the miscellaneous columns only for bal¬ 
ancing purposes and no ledger posting of these amoimts is necessary. The 
remaining separate items in the miscellaneous columns and the totals of the 
other distribution columns should be posted to the appropriate ledger ac- 
coimts, completing the month’s operation of the cashbook. 

Cashbook Entry of Net Settlements 

Certain net settlements, occasioned by the withholding of taxes and 
similar adjustments, will require a special form of cashbook entry. In 
order that the record may be clear, the net amount of these settlements 
should be entered, if at all, in the description column to the left of the 
tabulation columns. The items included in the settlement should be 
entered as separate receipts and disbursements. Thus, when income tax 
has been withheld from a salary receipt, the full salary should be entered 
on the receipts side and the tax withholding on the disbursements side. 
This principle is equally applicable to amounts withheld for social security 
taxes, group insurance premiums, or any salary deductions of like nature. 

A similar situation will arise in connection with dividends received from 
foreign corporations when income taxes of the country of origin, or collec¬ 
tion expenses, have been deducted and withheld. Like treatment is re¬ 
quired when it has been necessary for the individual to withhold social se¬ 
curity or income taxes from salaries paid to his employees. In these 
cases, the full salaries should be entered as disbursements and the amounts 
withhf Id as receipts. When the latter amounts have been posted to the 
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appropriate accounts payable, a complete record of his. liability for their 
payment to the proper agencies will have been established. 

The income Analysis 

The income analysis^ through its many functions, has become the most 
important tax record of the personal accounting system. Primarily, its pur¬ 
pose is to supply a complete classified summary of the gross income re¬ 
ceipts that have been entered in the ledger income account. In its de¬ 
velopment, it has become invaluable in many other respects. It is the 
record first offered to the examining officer, and it often answers all of his 
needs with respect to taxable income of the individual. It presents an 
always up-to-date, alphabetical list of the securities and other income- 
producing assets of the client; it shows all changes in those assets during 
the period; it indicates in advance the due date of income receipts, calls 
attention to failures in receipt, and at the end of the period summarizes 
income into a form suitable for the preparation of tax returns and ac¬ 
counting statements. In addition, it supplies a convenient means for 
estimating income in advance for tax declarations and indicates month-by¬ 
month differences between estimated figures and actual receipts, thus aid¬ 
ing in determining the necessity for amended declarations. 

Form of the Income Analysis 

Although preferably contained in a bound columnar book, the income 
analysis may be written on separate working sheets if the accountant de¬ 
sires that it form an integral part of the yearns tax working papers. In 
either event, a double-page spread consisting of a description column and a 
minimum of 16 columns is required. Specimen Forms B, C, and D, pre¬ 
sented on pages 453, 455, and 457, indicate the form usually employed. 
However, the record is extremely flexible and may be easily adapted to the 
problems peculiar to each set of accounts. 

The record should be prepared annually at the beginning of the taxable 
year. The first sheet will present a summary of income, segregated into 
such classes as the accountant considers necessary and appropriate for the 
client’s needs. In his classification, he must consider the requirements of 
the income tax return and of the accounting statements which he has 
planned and for which he is now laying the groundwork. If, for example, 
he has decided that the statements should present dividend income 
separately by industries, by classes of stock, or by age of holdings, suitable 
provision must be made when he plans the income analysis. While not 
all the types of income sho\ra will commonly be foimd in one individual’s 
accounts, the classification that has been entered in the accompanying 
Specimen Form B wll serve to illustrate the form of classification recom- 
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mended. It comprises (1) salaries and other compensation, (2) dividends 
received on common stocks, (3) dividends received on preferred stocks, 

(4) interest received on corporation bonds containing a tax-free covenant, 

(5) interest received on other corporation bonds, (6) interest received on 
government bonds, subdivided into (a) wholly tax-exempt, (6) partially 
tax-exempt, and (c) wholly taxable, (7) interest received on state and 
municipal bonds, (8) oil and gas royalties, (9) rentals, (10) partnership 
income, (11) fiduciary income, and (12) all other income. Each class of 
income shown on the summary sheet will be indexed to and supported by a 
following analysis sheet upon which will be entered full details concerning 
the source of the income. If the items are not too numerous, several 
classes may be assigned to one sheet; on the other hand, one class may re¬ 
quire several sheets. 

Sources of Income Listed 

Sources of income will be listed in the description columns of the support¬ 
ing analysis sheets. Securities of each class will be listed alphabetically in 
accordance with the titles of the issuing companies or agencies, and provision 
should be made through adequate spacing between entries for insertion in 
the proper alphabetical order of additions made to the list during the year. 
The alphabetical form is recommended for several reasons, important 
among which are that it facilitates checking the information returns that 
will be in the possession of the examining officer when he makes his ex¬ 
amination, and that it makes always readily available a proper current list 
when accounting statements are required by the client. 

The first three columns of the security sheets, following the description 
space, will be reserved for a tabulation of the number of shares of each 
holding of stock and the par value of each lot of bonds owned by the tax¬ 
payer at the beginning of the year, and for such changes as may be made in 
the security list during the year. As is shown on Specimen Form C, hold¬ 
ings at the beginning of the period will be listed in the first column, and the 
dates and amounts of increases and decreases in the list will be shown in the 
second and third columns. The net amount of the totals of these columns 
will furnish a controlling figure to ensure the accuracy at all times of the 
shares and par value columns of accounting statements and of the income 
analysis when it is prepared for the following year. Iif addition, since the 
third column will contain a list of all securities sold or otherwise disposed of 
during the taxable period, a means will be afforded for a valuable final 
verification that all such transactions have been reported in the capital 
‘ gain and loss schedule on the income tax return. The next 13 columns, 
throughout the supporting sheets and the summary, will be assigned one to 
each month of the year and one to a total column. 
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The supporting sheets which list income from sources other than se¬ 
curities will differ in that the second and third columns will not be used 
except in instances where additional description or identification is re¬ 
quired. The accountant may wish to provide additional columns for 
notations concerning the taxable status of dividends and other income 
items. 

Indication of Anticipated Income 

When the income analysis has been prepared, check marks should be 
placed in the appropriate monthly columns against each item listed as a 
source of income to indicate all income receipt items anticipated during 
the year. Income should be entered in the indicated spaces when re¬ 
ceived and in the case of dividends or bond interest, constant reference 
should be made to the shares and par value columns to determine that all 
changes in holdings have been reflected in the amounts received. Failure 
in receipt of income items will be clearly indicated through open checked 
spaces in the monthly columns. Estimates of future income may be based 
on penciled items inserted in the checked spaces. When the actual income 
has later been received and the figures substituted for the penciled estimates, 
the accountant will be afforded an opportunity to observe material in¬ 
creases or decreases, so important in these days of estimated tax declara¬ 
tions. 

Each month the totals of the supporting sheets should be carried to the 
first page summary and the accumulated total compared for agreement 
with the ledger income account. If the accountant has planned well, com¬ 
pletion of the summary at the end of the year will supply all income detail 
required for his client's tax returns and accounting statements. 

The Security Record 

The security record completes the discussion of the five permanent books 
recommended for the personal accounting system. It is primarily an in¬ 
come tax record for individuals with large security holdings. Whereas 
the four records that have been described are essential parts of every com¬ 
plete set of personal books, the security record may in the discretion of the 
accountant be omitted if he considers that the client's security holdings are 
not sufficiently la^e or varied to require the additional information it 
supplies. It is in no sense a subadiary ledger, for no trial balance is ever 
taken, nor is it kept in accord with a controlling ledger accoimt. Each 
separate account in the security record serves only to analyze further a 
corresponding ledger security account. 

The most important function of the security record is that it affords the 
taxpayer the opportunity to control the income taxes he must pay on 
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profits realised from the sale of securities. This is accomplished through 
the analytis of cost bads by lots and through keeping constant track of 
certificates representing each lot. When the taxpayer contemplates a se¬ 
curity sale, he may select from his total holding of the secmity the par¬ 
ticular lot that carries the highest cost in order that a profit may be min¬ 
imized, or he may choose a low-cost lot in order to establish a gain to offset 
previously recorded losses. The security record will supply him with full 
information concerning the identity and location of the certificates that 
must be delivered so that he may accomplish his purpose and secure the 
desired tax benefit. Since he may choose the lot and identify the cer¬ 
tificate, he will not be subjected to the frequently disadvantageoiis first-in 
first-out basis for allocation of cost to sales. 

The security record account differs from the ledger security account in 
that the latter shows cost basis only by total holdings, does not ordinarily 
include certificate description, and makes no attempt to keep track of 
changes in location of the taxpayer’s securities. 

Form of the Security Record 

The security record should be written in a bound columnar book. The 
number of columns required must be determined by the accountant 
after he has familiarized himself with the extent of his client’s affairs. In 
cases where clients have owned large and varied lists of securities, it has 
proved more satisfactory to utilize a specially designed, printed, and bound 
volume than to adapt a conventional columnar book to the purpose. In 
either event, the security record page, after provision for date of transac¬ 
tion, price, and description, will be so ruled as to provide a series of double 
columns. Each of these columns will be divided in such manner that the 
number of shares of stock or the par value of bonds may be shown against 
the dollar amount of each entry. Purchases or other acquisitions will be 
entered in black, sales or other disposals in red. In the first or total 
column will be entered all transactions recorded in the corresponding 
ledger security accoimt. The colunm will thus, through the use of the 
black and red figures, represent a one-column transcript of the ledger ac¬ 
count. It will provide a complete financial history of the client’s owner¬ 
ship of the security for distribution and analysis in the succeeding columns. 

Each entry in the total column will then be distributed to the appro¬ 
priate column or columns, which will be astigned to the various sources or 
depositories through which the client has conducted transactions in the 
security that is being recorded. These may include one or more safe- 
depoat boxes, broker’s accounts, collateral bank loans, or any companies 
or individuals in whose custody the securities may have been held. If the 
client mmntains more than one account with the same brokerage house, 
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separate columns should be provided for each. A final column will be 
designated for certificate description, and whenever available the certifi¬ 
cate number, date, and the name in which it is registered should be entered 
i^ainst each of the distributed items. 

Illustration of Typical Security Record Account 

An example of a typical security record account is presented herewith as 
Specimen Form E, page 459. The transactions shown are the same as 
those used in Specimen Form A, which illustrates the ledger security 
account. 

It has been assumed for the purpose of this example that a security 
holding of the client was acquired through inheritance, three subsequent 
purchases, and finally, through the exercising of stock subscription war¬ 
rants or rights. He has pledged one-half of the inherited shares against a 
bank loan, holds the other one-half in his safe-deposit box, carries the 
purchased shares in accounts with the two brokers through whom the 
purchases were made, and has permitted the subscription shares to remain 
with the respective lots from which the rights emanated. The ledger se¬ 
curity account will show these acquisitions in the order in which they oc¬ 
curred and in the amount of each transaction. The inherited shares will 
thus be entered at the market value on the inheritance date, the purchased 
shares at cost, and the shares acquired on rights at the subscription price. 
The account will set forth the history of the holding correctly, but none of 
the amounts will represent cost basis of the individual items for income 
tax purposes, for the reason that the dilution in original cost caused by the 
issuance of the rights will not be reflected in the amounts shown against 
the older shares, nor will that factor which represents the basis of the rights 
be included, as it must be, in the cost of the subscription shares. A similar 
situation would exist had the subscription rights been sold or a stock 
dividend received, or had any one of a number of other possible capital 
changes been effected in the company's shares. It is therefore obvious 
that a further analysis of the security holding will be required and it was 
for that purpose that the security record was developed. 

Entry of Transactions in the Security Record 

The above security transactions have been entered in the specimen 
security record account (Form E) in the following manner. Distribution 
columns were assigned to the safe-deposit box, to the bank loan, to the first 
broker through whom one purchase was made, and to the second broker 
through whom two purchases were made. The first acquisition (the in¬ 
herited shares) was entered in the total column and distributed to the box 
column. Description of the certificates was entered in the final colunm. 
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On the following line, delivery of the pledged shares to the bank was re^ 
corded through the use of red and black figures, red to indicate the with¬ 
drawal of the shares from the box and black to indicate their deposit with 
the bank loan. Since no change in the clients total holding resulted from 
the transaction, no entry was made in the total column. Description of 
the certificate delivered to the bank was entered in the final or certificate 
identification colunm. If, as frequently occurs, the certificate was to be 
transferred to the name of a nominee of the bank, description of the new 
certificate would have been secured and entered in the final column. The 
three purchased lots were next entered separately in the total column and 
distributed to the columns designated for the brokers through whom the 
purchases were made and in whose custody the shares remained. Finally, 
the total shares acquired through rights were entered in the total column 
and distributed to the four depository columns to indicate receipt of the 
new certificates in the box, the bank loan, and the brokers’ accounts. 
Certificate description for the shares placed in the box and the shares re¬ 
ceived by the bank was secured and entered in the final column. The 
description was not available for the shares received by the brokers. 

Amendment of Cost Basis Due to Issuance of Rights 

It became necessary at this point to recast the cost basis of all lots that 
had been entered in the account because the issuance of rights ordinarily 
reduces the cost basis of the shares upon which they are issued, the amount 
of the reduction becoming a part of the basis of the subscription shares. 
The security record account was accordingly ruled off and totaled. The 
first column agreed with the ledger security account with respect to the 
total cost of the entire holding. Each depository column showed the total 
cost basis of the shares entered therein. However, the problem of an¬ 
alysis by individual lots remained, for two lots were represented by each of 
three of the column totals and four lots by the fourth. The capital 
changes service volume was consulted and it supplied the information that 
10 per cent of the cost basis of the shares held before the issuance of the 
rights attached to the rights when they were separated from the shares. 
Consequently, the cost basis of each lot in the account was amended in 
accordance with that formula. The basis of each older lot was reduced 
by 10 per cent, the amount of the reduction being combined with the sub¬ 
scription price to establish the basis of the corresponding new shares. The 
security record account was then rewritten below the former totals and the 
amended cost bases were inserted. The total amount of each column was 
unchanged. However^ each lot now carried its proper cost basis and the 
account contained the information necessary to the client should he decide 
to sell shares from the holding. 
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Use of Security Record When Sales Are Proposed 

Let us now assume that the client decided to sell a portion of his holding 
of the security and that he called upon the accountant for advice concern¬ 
ing which shares should be delivered so that the most favorable income 
tax position might be established. 

The accountant first considered the capital gains and losses that had 
been registered by the client through transactions earlier in the taxable 
period, in order that he might determine whether greater tax advantage lay 
in the delivery of high or low-cost shares. Had the records disclosed net 
losses in excess of the amount permitted as a deduction on the tax return, 
the delivery of low-cost shares would have been indicated. This would not 
only have served to retain the higher cost shares to minimize taxes on future 
sales, but it might also have permitted the establishing of a gain that would 
be in effect tax-free to the extent that it was offset by the excess losses. 
However, substantial gains had been recorded. It was therefore necessary 
to restrict any further gain or to establish a loss if possible through the 
delivery of higher cost shares. 

He next consulted the security record to determine which lots of the 
client’s holding met the cost basis requirement and to ascertain the location 
of the respective certificates. He had been informed that the proposed 
sale consisted of 150 shares of the security and that the selling price would 
be $102 per share. The security record account showed an average cost 
basis of $95.34 for the entire holding of 750 shares. The accoimt, however, 
supplied the further information that ten unit lots were included, each 
with a separate cost basis, the highest of which was $120.47 and the lowest 
$79.52 per share. Since high-cost shares were required, the accoimtant 
selected the three lots of 50 shares each that the account showed to be the 
highest cost units in the holding. The security record indicated that the 
certificate representing one of the lots was held in the client’s safe-deposit 
box and that the other two certificates were held in his brokers’ accounts. 
The information thus secured was supplied to the client, together with a 
memorandum of tax effect that would result from the transaction. 

Subsequent entries in the specimen security record account reveal that 
the client made the sale through a brokerage firm that had held none of the 
shares. He delivered the certificate from the box and instructed the two 
brokers who held the other certificates to deliver them to the broker who 
made the sale. It was necessary that he specifically designate the shares 
to be delivered and that he request the brokers to acknowledge the instruc¬ 
tions and to confirm that they had been executed. Since certificate iden¬ 
tification of these shares was not possible, they were designated by the date 
of subscription on rights emanating from shares purchased on a specific 
date at a specific price. 
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A second sale, which is self-explanatory and will not be described in this 
text, is included in the specimen account. 

Supplementary Schedules for Analysis of Cost Basis by Lots 

Probably the most difficult computation in connection with income tax 
on security transactions has to do with the analysis of the basic cost of 
securities which have been held for a number of years and on which sub¬ 
scription rights have frequently been received and exercised. In extreme 
cases of this nature, it will be necessary to prepare supplementary schedules 
which should be made a part of the security record. 

Since January 1, 1925, shares purchased through the exercising of rights 
have been considered separate lots. Their basic cost is the sum of the 
subscription price and a proportionate basis drawn from the shares that 
produced the rights. Each issue of rights diminishes the basic cost of the 
original holding and of every other holding upon which they were issued. 
Each purchase on rights doubles the number of lots that must be considered 
in the analysis of a security holding. For example, a holding acquired 
through several original purchases and the exercising of seven or eight issues 
of rights may result in over a hundred lots, each of which will carry a 
different cost basis per share. Obviously, if the resulting dilution in the 
cost basis of the original shares makes the first-in first-out basis unprofitable 
from an income tax standpoint, the accountant must be prepared to advise 
with respect to shares carrying a more favorable basis. 

The recommended form of schedule for the analysis of cost basis by lots 
is written on multicolumn paper. Following a description column, double 
columns across the sheet will be assigned first to a total column, followed 
by consecutively numbered lots. Transactions as they appear in the ledger 
security account will be entered in chronological order in the first double 
column. These should be double-spaced to provide additional lines for the 
adjustment of basis by lots which will follow each issuance of rights. 

The original purchase will be distributed to the column provided for 
lot 1. Both the number of shares and the cost amount will be included in 
the entry. Assuming that the next transaction represented a purchase on 
rights, transfer will be made through the use of red and black figures from 
lot 1 to lot 2 of that portion of the original cost that has been assigned as 
basis to the rights. The subscription shares and their cost will next be 
distributed to lot 2, the basic cost of which will at this point be the sum 
of the two entries posted in the colunm. Should an original purchase 
follow, it will be entered as lot 3. Exercise of a second issue of rights 
will provide lots 4, 5, and 6, which will draw their rights basis separately 
from lots 1, 2, and 3, respectively. If a sale follows, it will be entered, if 
identifiable, against the appropriate lot; if not, against the oldest holding. 
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Thia entry should be made in red figures and in the amount of the cost 
basis of the lot which has been designated for the sale, as determined by 
the net amount of the entries that have been posted in the column. The 
selling price will be disregarded and will not be entered on this schedule, 
the sole purpose of which is the analysis of security costs. This will not 
result in difficulty in agreement between the schedule and the ledger secur¬ 
ity account, for although the selling price will have been entered in the 
latter, a second entry will clear the resulting gain or loss. The net result 
will be that only the cost basis will have been written out of the ledger 
accoimt. 

Identifying certificate numbers will be entered at the head of each column 
of the analysis schedule. 

Security Record Treatment of Unusual Cost-Basis Problems 

Court decisions and Treasury Department rulings are often the source 
of unusual problems in the treatment of cost basis for income tax purposes. 
When these appear to affect security holdings of the client, notations should 
be made in the security record accounts. When the principles involved 
have been accepted, it may be necessary that the accountant rewrite the 
accounts that have been affected. For example, the courts have ruled in 
the case of securities received in certain mergers that certificate identifica¬ 
tion was impossible, that the first-in first-out basis was inapplicable, and 
that consequently the average basis, which is ordinarily frowned upon, 
should be used. Another example is the ruling that two different stock 
issues, one of which emanated from the other, must be treated as one and 
both sold (or the original investment recovered) before capital gain or loss 
may be determined. There will be decisions in which the Treasury De¬ 
partment has not acquiesced and which it may contest, but which would 
have an important bearing on the client^s transactions if the principles 
were to be upheld. In these cases, it will be the accountant's duty to 
recast his figures in order that he may inform his client of the possible tax 
result, although rewriting of the accoimt may be deferred until such time 
as final decision has been reached. 

The five permanent records constituting the complete set of personal 
books and the procedure through which they are installed have been de¬ 
scribed. Usages calculated to increase the efficiency of the system in the 
management of the client’s affairs have been indicated, and suggestions 
have been made with regard to the proper handling of representative items. 
If this has resulted in a clearer understanding of the subject, the treatment 
will have been justified although it may at times have drawn against 
material more pertinent to the following pages, which will deal with the 
recording of current transactions during the taxable period. . 
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DURING THE TAXABLE PERIOD 
III. Keeping of Books and Records 

The books will now be placed in the custody of the bookkeeper. Written 
up to date, they will contain complete information with regard to the 
individuaFs assets and liabilities and his current transactions. The book¬ 
keeper will understand that he is in a position of trust and that the contents 
of the books are confidential. The utmost secrecy must be preserved and 
the personal affairs entrusted to his care may be discussed only with his 
employer and such other persons as the latter may nominate. 

The accountant will have instructed the bookkeeper in the operation of 
the books and he will have assured himself that the latter is thoroughly 
familiar with the principles of double-entry bookkeeping. Time spent in 
instruction at this stage of the engagement will pay future dividends in 
balanced books and accurate figures. The client has every right to expect 
that his new accounting system will produce proper tax returns and correct 
statistics. His confidence in the books must not be disturbed by errors 
or misstatements in the information he receives from them. This is par¬ 
ticularly true when the books are new and while he is forming his first 
impression of their efficiency. For this reason, the accountant must main¬ 
tain the strictest supervision over the bookkeeping until he is satisfied that 
the system is functioning in the manner he has planned and that the 
bookkeeper is competent. 


Checkbook Procedure 

The client^s checkbook is an important original record. If he has had 
no proper books of account, it is possible that the methods under which it 
has been written and balanced in the past will not meet the requirements 
of the new books. These methods may have been very satisfactory under 
the previous conditions, but they should be reviewed at this time. 

Checks drawn too late to be returned with the current bank statement 
may have been omitted from the month's checkbook totals and included 
with checks drawn in the following month. This will have simplified agree¬ 
ment with the bank statement through reducing the number of outstanding 
checks, but it will have resulted in an overstatement of the month-end 
checkbook balance. Similarly, checks mailed for deposit may not have 
been received by the bank in time for inclusion in the statement and the 
checkbook deposit entry transferred to the following month. This also 
will have simplified agreement, but the record of the date of receipt will 
be inaccurate. It is important that the bookkeeper understand that only 
the checkbook balance will be recognized on. the books^ and that the 
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bank statement balance has no significance after it has been found to be 
in agreement with the checkbook. 

The following procedure for keeping the checkbook is recommended. It 
is assumed that the usual three-checks-to-the-page form of book will be 
used. The previous month’s final checkbook balance will be brought for¬ 
ward each month and entered at the top of the page opposite the first check 
stub dated in the current month. If this page includes a stub dated in the 
previous month, the following page should be used. Deposits made during 
the month should be entered under that amount and currently totaled. 
Withdrawal amounts as evidenced by check stubs should be totaled and 
carried forward from page to page to represent the accumulated amount of 
checks drawn during the month. Under this method, the deposit and 
withdrawal totals in the checkbook will agree with the total receipts and 
disbursements columns in the cashbook. Daily or interim balances on 
deposit will be entered below the stub of the check most recently drawn. 
At the close of the month, the total of the deposit page, which will include 
the previous month’s balance, will be carried to the page opposite the final 
check stub for the month. From that amount will be deducted the month’s 
total withdrawals. The resulting figure will represent the closing check¬ 
book balance for the month. A summary of the agreement with the bank 
statement, including a list of outstanding checks, will be entered to the 
left at the foot of the page. 

Bookkeeping Routine 

Bookkeeping methods applicable to each of the records included in the 
system have been indicated in the foregoing pages. The routine is simple. 
The cashbook should be kept currently in agreement with the checkbooks; 
the latter should be balanced with bank statements when they are received; 
transactions through brokers’ and custodian accounts should be promptly 
entered; all necessary journal entries should be made as soon as the infor¬ 
mation is available; ledger postings should be up to date. The books will 
then always be prepared to supply information and statistics when they 
are required by the client. 

Problems Illustrating Operation of the System 

To illustrate the manner in which the records work together and the 
operation of the system as a whole, a discussion of the procedure necessary 
in four typical personal accounting problems will follow^ These will include 
purchase of a corporation bond on which interest has accrued, the subse¬ 
quent sale of that bond, transactions in custodian management accounts, 
and current income tax payments. 
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1. Purchase of Corporation Bond 

For the first illustration, we will assume that the client purchased on 
December 15 of the current year a corporation bond to which was attached 
a 6-month interest coupon falling due on the following February 15. The 
broker will have charged him with the purchase price of the bond and, in 
addition, will have collected coupon interest accrued to the purchase date. 
When the client collects the total amount of the coupon in the following 
taxable period, only the interest accrued after the purchase date will 
represent taxable income. The remainder of the amount collected will 
reimburse him for the amount he advanced to the broker. 

The bookkeeper will draw his information from the purchase confir¬ 
mation slip received from the broker. His journal entry will charge a 
ledger security account with the cost of the bond and an account receivable 
with the accrued interest advanced by the client; it will credit the broker 
with the total of the two amounts. If the client has previously owned 
bonds of the same class issued by the same corporation, the cost of the bond 
will be posted to the ledger security account established for that holding. 
If not, a new account will be opened. A corresponding entry will be made 
in the security record and the distribution will be to a column designated 
for the broker through whom the purchase was made. If the bond has 
been delivered to the client and placed in the safe-deposit box, a second 
entry will be made in the security record, transferring the bond from the 
broker’s column to the box column and writing the certificate number in 
the identification colunm. The bond will then be entered with date of 
purchase in its proper alphabetical order as an increase in security holdings 
in the second and third colunms of the appropriate sheet of the income 
analysis. 

Returning to the ledger, the bookkeeper will post the charge to the 
account receivable and the credit to the broker’s account. He will enter 
the bond in black in the inserted shares column of the latter account. If 
the bond has been delivered, he will enter the delivery in red in the same 
column, next entering it in black in the inserted shares column of the ledger 
account which has been established as a check list against the safe-deposit 
box. If the purchase was a cash transaction, the check to the broker will 
be entered in the cashbook and the total amount will be distributed to the 
miscellaneous disbursements column, from which it will be posted to the 
broker’s ledger account. The bond and account receivable will appear as 
assets on the balance sheet at the close of the taxable period. 

When the coupon is collected in the following period, it will be entered 
from the checkbook to the cashbook and distributed in such manner that 
the portion applicable to the account receivable will appear in the miscel¬ 
laneous receipts column and the income portion will appear in the income 



436 


AVDIT WORKING FABERS 


column. The latter amount will then be entered in the income analysis for 
the period in which the collection was made. When the transaction is such 
that the purchase and the due date of the coupon fall in the same period, 
the accrued interest to date of purchase may be charged to income account 
and entered in red in the income analysis. Subsequent collection of the 
coupon will then be entered in full in the income analysis and the net 
amount will represent income to the client. 

2. Sale of Corporation Bond 

Sale of the bond will require the following procedure. A journal entry 
will be made from the broker^s confirmation slip charging the broker with 
the total of the sale price and the accrued interest to date of sale, crediting 
the ledger security account with the former and the income account with 
the latter. A second journal entry will transfer gain or loss on the sale 
from the ledger security account to the capital gain and loss account. 

Entries in the security record will show the delivery to the broker, fol¬ 
lowed on succeeding lines by the proceeds of the sale and the resulting gain 
or loss. Notation in red in the identification column will describe the 
certificate delivered. Entries recording the sale and the receipt of interest 
income will be made in the income analysis. Collection of the proceeds 
from the broker will be posted from the miscellaneous receipts column of 
the cashbook to the broker’s ledger account. 

3. Transactions in Custodian Management Accounts 

Procedure required to record custodian account transactions will next 
be considered. When the plan includes management features under which 
the trust company or other custodian handles the purchase and sale of 
assets and the collection of income, two ledger accounts will be needed. 
These will be Blank Trust Company, Custodian Management Accoimt, 
Principal, and Blank Trust Company, Custodian Management Account, 
Income. The principal account will be charged through the cashbook with 
the amoimt of any original cash deposit and through the journal with the 
sales price of assets sold; it will be credited through the journal with the 
cost of assets purchased. Journal entries will be similar to those described 
in the precedmg paragraphs treating of the purchase and sale of a corpora¬ 
tion bond. All assets of the custodian account will be carried separately 
on the books in the same manner as assets held in the possession of the client. 
Recommendation has been made that a check-list account be carried in the 
ledger to keep track through an inserted shares column of assets held in the 
account. Debit balances remaining in the custodian principal account will 
represent uninvested funds. 

Custodian account income collections will be entered through the journal. 
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They will be charged to the custodian income account and credited to the 
ledger income account. The entry should itemize the collections, grouping 
them by dividends, bond interest, and other types of income. Posting of 
the individual items to the checked spaces of the income analysis will verify 
that all proper income has been collected. Periodic income remittances 
from the custodian will be posted from the miscellaneous receipts column 
of the cashbook to the custodian income account. Debit balances remain¬ 
ing in that account will represent income collections reported but not yet 
remitted by the custodian. Monthly statements, separated as to principal 
and income transactions, will be received from the custodian. These should 
be compared for agreement with respect to both the transactions and the 
balances in the two ledger accounts. 

4. Current Income Tax Payments 

The current income tax payment plan has necessitated new procedure 
in the personal accounting system. When the individual's income taxes 
were paid in the year following receipt of income, entries were required 
only for accrual of the year-end tax liability and for subsequent payments. 

Under the present plan, four payment methods are prescribed. These 
are (1) withholdings by the employer, (2) quarterly payments on declara¬ 
tions of estimated tax, (3) payments with final returns, and (4) payments 
of additional tax when necessary after official examinations. Of these, all 
of the withholdings and three of the quarterly payments are exacted in the 
year during which the income is received. In addition, the fourth quarterly 
payment, due early in the following year, is often made before it has been 
possible to complete the final return. These payments must be segregated 
on the records for use in the preparation of the return. The following 
bookkeeping procedure is recommended. 

Three accounts will be opened in the ledger under the captions of Current 
Income Tax Withholdings, Payments on Declarations of Estimated Tax, 
and Federal Income Tax Liability. Of these, the first two will normally 
contain debit balances and the latter a credit balance. 

Current withholdings and payments on declarations will be posted from 
the miscellaneous disbursements column of the cashbook to the first- and 
second-named accounts, respectively. When the income tax return has 
been completed, the total amount of the tax will be entered in the taxable 
period through a journal entry charging Capital Account and crediting the 
third-named account. The balance sheet as of the end of the period will 
show as a liability the net amount of the three accounts, which will represent 
the unpaid balance of the tax on that date. 

When the final declaration payment has been made early in the following 
period, it will be posted to Pa 3 rments on Declarations of Estimated Tax, 
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after which journal entries will transfer the total amounts in that account 
and in Current Income Tax Withholdings to Federal Income Tax Liability. 
When the total tax as computed on the return has been entered, the balance 
in the latter account, if a credit, will represent the payment required with 
the filing of the return; if a debit, it will disclose an overpayment to be 
recovered through refund or allowance against the following year’s tax. 
If payment is required with the return, posting of the amount paid will 
close the account. If overpayment has been established, the amount 
thereof will be transferred either to an account receivable in anticipation 
of the refund or to the declaration payments account to serve as a credit 
against payments in the ensuing year. 

When additional tax payments are required by reason of adjustments in 
past year’s taxes, the amounts thereof will be charged to Capital Account. 
Interest on the additional tax will be charged to the current interest paid 
accoimt for tax deduction in the period in which it has been paid. 

Important among the bookkeeper’s duties during the year are the prep¬ 
aration of the declarations of estimated tax and the year-end preparation 
for the income tax return. These are considered separately in the following 
sections. 

DURING THE TAXABLE PERIOD 
IV. Preparation of Declaration of Estimated Tax 

The ideal tax system (of such perfection as to be unobtainable) would 
be one under which the revenue authorities might determine the income 
tax liability of each individual with no effort on his part and no responsi¬ 
bility other than payment of the tax. The present current tax payment 
plan recognizes to a limited extent for smaller incomes the desirability of 
this principle, in that the collector may, at the option of the individual, 
compute the tax liability on Form 1040 A returns and notify the taxpayer of 
the status of his tax accoimt. This method has simplified the tax problems 
of smaller taxpayers. On the other hand, the present plan has materially 
increased the tax duties and responsibilities of the recipients of larger in¬ 
comes. Not only must they, as heretofore, report on final results after 
the close of the taxable period, but they must also estimate and declare 
in advance their anticipated tax position for the ensuing period and cur¬ 
rently pay installments thereon. Considerable leeway is permitted, but 
penalties are provided for substantial underestimates. A provision waives 
the penalty when the taxpayer has made declaration payments in amount 
‘‘at least as great” as though they were computed at current rates and 
exemptions “on the basis of the facts shown on his return for the preceding 
taxable year.” Estimates may be adjusted and amended declarations filed 
on any quarterly payment date. 
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Estimating Net Income 

The accounting system that has been described lends itself readily to the 
following procedure for estimating anticipated net income. Penciled fig¬ 
ures entered in the checked spaces of the income analysis and carried 
forward by totals to the summary sheet will be summarized directly above 
the line provided for the final totals. This summary and a precautionary 
review of the preceding year’s return (to determine that no customary in¬ 
come of the client has been omitted) should be sufficient to establish esti¬ 
mated gross income. Deductions will be based on the preceding year’s 
figures, modified if necessary to meet any changes in current conditions. 
Decision with respect to the necessity for subsequent amended declarations 
will be based on comparison of estimated and actual figures as they develop 
in the income analysis summary, comparison of preceding and current 
year’s tax deduction ledger accounts, and compilation of the gain or loss 
results of capital transactions during the current year. 

Federal Declaration Work Sheet 

A convenient method for the computation of estimated income taxes and 
for their subsequent amendment is supplied through the declaration work 
sheet, presented herewith as Specimen Form F on page 461. This form 
has been drawn under the provisions of the Revenue Act of 1948. It 
should of course by revised to meet each new tax statute. 

The use of this form is especially recommended for the accountant who 
is charged with the preparation of a number of initial declarations and the 
responsibility that proper amendments be made if and when they become 
necessary. A file of these work sheets, accumulated in a ring binder, 
serves as a permanent record of the initial tax declarations and of the 
computation method of each. It facilitates the necessary quarterly review 
of the position of each client with respect to his tax estimates and, through 
the medimn of prominent marginal notes, calls the attention of the account¬ 
ant to such matters as were not clearly defined when he prepared the initial 
estimate. 

Provision has been made on the form for computation of tax on the basis 
of the net income reported on the preceding year’s return, on the basis of 
the current year’s net income as anticipated at the time of preparation for 
the initial declaration, and for subsequent amendment. When items 11 to 
23 of the first colunm and items 1 to 23 of the second column have been 
completed, all information necessary for the determination of the initial 
estimated tax, to be entered as item 24, will be available. If there were 
no unusual items of income or capital gain reported in the preceding year’s 
return, it is customary to declare the estimated tax at a figure not less than 
item 23 of the first column and not more than 10 per cent less than item 
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23 of the second column. This will secure for the taxpayer the statutory 
immunity against the penalty for underestimating his tax and will provide 
some protection against overestimating. If the preceding yearns return 
included substantial nonrecurring items of income or capital gain, or if any 
important change in the taxpayer's net taxable income is anticipated for 
the current year, the tax estimate should be based on the second column 
only. Should the latter method be adopted, it is more than ever important 
that the estimate be reviewed later in the year, since the taxpayer may have 
forfeited the security provided by the first column against the penalty for 
substantially underestimating his tax. 

DURING THE TAXABLE PERIOD 
V. Preparation for Tax Returns before Close of Period 

At least one month before the close of the taxable period, the individuaFs 
accounts should be reviewed to determine measures that should be taken 
toward minimizing his income tax. To accomplish their purpose, the 
transactions must be consummated in the year against which they are 
intended to apply. 

Analysis of Capital Gains and Losses 

The capital gain and loss account should be analyzed and the amount of 
net recognized gain or loss to date established. The customary analysis 
form for this purpose is presented on page 463 as Specimen Form G. 
Should the analysis reveal that net capital gain has resulted from the year's 
sales, the client should be informed of securities in his list that may be sold 
to establish losses sufficiently large to offset the gain and to provide the 
$1,000 maximum loss deduction. Should the analysis reveal net capital 
loss in excess of the deductible $1,000, the client should be reminded that 
he may choose between establishing profits which would be in effect tax- 
free to the extent of that excess or carrying the amount over to apply 
against subsequent gains for a period of 5 years. Inspection of past returns 
should be made to guard against expiration of the 5-year carry-over limit 
on losses established in previous years. If this condition exists, recom¬ 
mendation should be made that securities showing aggregate profits of an 
equivalent amount be sold in order that they may be realized without tax. 
If the client does not wish to part permanently with the profit securities, 
he may repurchase them immediately. Their cost basis will have been 
marked up to current values, to the obvious advantage of future taxes. 

When transactions of this nature are contemplated, it is customary to 
supply the client with a statement of his security list, showing against each 
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holding the cost basis, the current market value, the potential gain or loss 
and the amount of gain or loss that would be recognized under Sec. 117 of 
the Internal Revenue Code. 

Review of Income and Deductions 

Former estimates of the year’s taxable income should be reviewed and 
compared with actual results to date. It is often possible with full legality 
to defer previously included income items to a succeeding period. This 
may be advisable for the reason that the client’s income for the current 
year has exceeded that of a normal year and that he will therefore report 
in higher-than-usual brackets, or it may be anticipated that income tax 
rates will be lower in the following period. The income analysis will supply 
valuable assistance at this time. 

Analytical schedules of tax deduction accounts should be prepared. 
These should be compared with deductions reported on previous years’ 
returns to determine that no customary payments have been omitted in 
the current period. Ordinarily, tax benefits result when the amounts of 
net taxable income over a period of years are kept as uniform as possible. 
However, when year-end payments of deductible items, such as interest or 
real estate taxes, must be made by the cash-basis taxpayer, the accounts 
should be studied to determine whether greater advantage lies in payment 
late in the current period or early in the succeeding period. 

A review of loans and accounts receivable should be made to determine 
such bad debts as may exist, in order that all measures necessary to establish 
them as uncollectible may be taken before the close of the year. 

Preliminary Working Papers 

Working papers prepared at this time will be written in such form that 
they need not be rewritten for the preparation of the return after the close 
of the period. Sufficient space should be provided for the entry of subse¬ 
quent transactions and for final totals. Carefully prepared schedules in 
columnar form providing adequate item classification will assist materially 
in the subsequent preparation of the tax return and will prove invaluable 
during the official examination. 

When the preliminary tax work has been completed and the taxpayer 
and the accountant have assured themselves that all necessary steps toward 
determining a proper minimum tax liability have been taken, the remaining 
tax procedure has been reduced to a simple matter of closing the books 
and records at the end of the year and transferring results to the tax return 
through the medium of the tax classification, which is described in the 
following section. _ 
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AFTER THE TAXABLE PERIOD 
VI. Preparation of Income Tax Returns 

The great majority of individuals report income taxes on the basis of 
the calendar year. Consequently, the accountant engaged in tax practice 
is faced with the necessity for preparing the larger part of the returns for 
which he is responsible within the 2^ months ending on March 15. A 
principal advantage of the system that has been described is that all neces¬ 
sary tax schedules and information will be well along toward completion 
before this crucial period has been reached. 

When all transactions for the taxable period have been entered in the 
cashbook and journal, final totals in those records mil be posted to the 
ledger. Final entries will be made in the income analysis and on the capital 
gain and loss and expense schedules that were prepared before the close of 
the period. They will then be compared for agreement with the respective 
ledger accounts. Balances in the ledger income and expense accoimts will 
be transferred to Capital Account. A ledger trial balance will be taken. 
The books will then be prepared to supply the information required for the 
preparation of the income tax return. 

The Income Tax Classification 

The income tax classification, illustrated as Specimen Form H, page 465, 
will next be prepared. The function of this schedule is the elimination 
from Capital Account of all items not properly includible in taxable net 
income and the distribution of the»remaining balance into the classes 
required by the items of the income tax return. 

A complete itemized analysis of Capital Account for the year will be 
entered in the first vertical column through the use of black and red figures. 
The income account, which will in most cases appear as one item in Capital 
Accoimt, will be entered in accordance with the detail supplied by the 
income analysis, as shown in the illustration. Each item will then be 
distributed across the sheet. Amounts representing nontaxable income or 
nondeductible expenses will be entered in the second, or elimination, column; 
taxable income or deductible expenses will be entered in the appropriate 
tax return classification columns. 

For example, should dividends received include any amounts described 
as tax-free by the pa3dng companies, these will be entered in the elimination 
column. The remaining taxable portion will be carried out to the dividends 
column. Should the interest paid accoimt include nondeductible amounts, 
such as interest incurred to carry tax-exempt bonds, these will be eliminated 
through entry in the second column. The deductible amounts will be 
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entered in the column designated to acciunulate interest deductions for the 
tax return. 

Distribution of the capital gain and loss account will follow the principles 
of Sec. 117 of the Internal Revenue Code to meet the requirements of 
Schedule D of the income tax return. The ,50 per cent proportion of long¬ 
term items, not recognized for tax by the statute, will be entered in the 
elimination column and the remainder posted in the capital gain and loss 
column. Adjustments required by the $1,000 (or net income) limitation 
on capital loss deductions, or by a capital loss carry-over, will be made 
between the two columns through black and red figures. 

When the distribution has been completed and the schedule has been 
totaled, the net amount of the columns designated for tax return items will 
be entered in the final column. This amount will represent net income 
for the computation of income tax as it will appear on the return. It 
should be reconciled with the book net income in the first column through 
application of the net amount of the elimination column. 

The totals of the classification columns will then be transferred to the 
Federal income tax return and the amount of total tax will be computed. 
Separate items on the trial balance will supply the amounts of tax pre¬ 
viously paid through current withholdings and declarations. Credit will 
be claimed for these payments and the taxpayer's status with respect to 
the unpaid balance or the overpayment of the yearns taxes established. 
The information schedules included in the return form will be completed. 
The Federal return wdll then be ready for signatures and filing. 

Adjustments for State Income Taxes 

Inasmuch as the Federal and state income tax statutes do not agree in 
all respects in the matters of taxable income and allowable deductions, it 
is necessary that adjustments be made in the Federal totals shown on the 
classification to compute taxable net income for state tax purposes. 

These may be effected on the income tax classification through transfers 
between the elimination column and the respective item columns following 
the totals that have been inserted on the Federal return. Adjustments of 
this nature are shown on the accompan 3 dng Form H illustration. 

Verification of Income Tax Returns 

The Federal return requires that both the taxpayer and the person who 
prepared it declare ^'imder the penalties of perjury'^ that it is to the best 
of their knowledge and belief ‘'true, correct and complete.*' Before he 
aflixes his signature to this verification, the accountant must assure himself 
not only that the return discloses all information bearing on the tax lia¬ 
bility available to him from the taxpayer and his records, but also that 
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there are no matters not disclosed on the return of which he has, or might 
reasonably be expected to have, knowledge from other sources. 

The income tax classification will be securely bound with all analysis 
schedules and other working papers necessary in support of the return. 
The completed file will be retained for submission to the examining officer. 

AFTER THE TAXABLE PERIOD 
VII. Preparation of Annual Report to Client 

When the income tax returns have been completed and the books and 
records of the personal accounting system have been closed, an annual 
report mil be prepared for the client. It will present in text and tabular 
form a review of his transactions during the year and a summary of the 
effect those activities have had upon his financial position. 

In its recommended form, the annual report consists of an introduction, 
in which significant developments of the year are discussed, and such 
tabulated statistics as are necessary to inform the client fully of his financial 
affairs. 

Subject Matter of the Introduction 

The introduction serves two purposes. It supplies the client with a 
r4sum6 of the year’s transactions and results, written in narrative form 
which he will find more readable than tabulated accounting statements. 
In addition, it affords the accountant the opportunity to interpret the facts 
and figures he presents and to record in permanent form comments and 
suggestions in connection with the client’s affairs. 

Following an opening paragraph in which the fiscal period is stated and 
the scope of the accountant’s engagement is described, condensed compara¬ 
tive summaries of income and expenditures and of Capital Account for the 
year should be presented. Since both these features will be included in 
detail in the tabulated section of the report, these summaries should be 
brief. For the former, five lines will be sufficient, viz^ (1) gross income, (2) 
less income taxes, (3) leaving available for expenditures, (4) less expendi¬ 
tures, and (5) net result for the year. Comparison will be made with the 
preceding year and with any number of previous years if added interest 
will result. The summary of Capital Account will start with the balance 
at the beginning of the period, will include the net result from the income 
and expenditures summary and such other items as may have been entered 
in the account during the year, and will conclude with the closing balance. 

Comment will be made upon the increase or decrease during the period 
in the market value of the client’s securities. If the securities have not 
been verified by actual count, statement to that effect should be made. 
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The accountant may wish to remark on the equity margin status of the 
client's bank loans and broker's accounts or of loans and accounts that have 
been guaranteed for other interests. 

The amount of the current year's income taxes should be stated and 
substantial differences between declared estimates and final taxes should 
be explained. If items possibly subject to dispute have been included in 
the income tax return, the accountant’s opinion and reasoning with respect 
thereto should be made a matter of record at this time. The present status 
of income tax returns filed in previous years should be stated, and complete 
details respecting disputed items under discussion should be included. 

The subjects described above are those most commonly reviewed in the 
report introduction. However, each set of accounts will contain problems 
peculiar to the individual and care should be taken to guard against the 
omission of matters that should be treated in the report. All comments in 
the introduction should contain page references to the report schedules to 
which they refer. 

Report Schedules 

The following list of report schedules will suggest the type of information 
usually included and the form in which it is presented. It must be adapted 
to the needs of the individual client. 

1. Comparative Balance Sheet 

The balance sheet will be in the conventional columnar form. 

The total of each class of assets and liabilities at the beginning and end 
of the period will be reported. Each item will contain a reference to the 
report page upon which the supporting schedule may be found. 

2. Analysis of Capital Account for the year 

3. Analysis of Income and Expenditures for the year 

Usually on the same page, these two schedules will present an analysis 
of Capital Account after the closing entries have been made. Net income 
(i.e., gross income less expenses incurred in the realization thereof) and 
expenditures will be reported as single items in the former. They will be 
reported in complete detail in the latter. Reference to supporting schedules 
will be shown. 

4. Schedule of Real Estate Owned 

This schedule will list each property separately, showing the cost basis 
at the beginning and the end of the year. These will be in columnar form, 
the total of each colunm supporting the corresponding balance sheet item. 
Notations will supply information respecting purchases, capital improve¬ 
ments, and sales during the year. A separate column will contain the 
amount of accumulated depreciation for each property; 
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5. Summary of Securities Owned 

The three columns of this schedule will present the cost ba^, the year- 
end market value, and the anticipated income for the ensuing year of each 
class of security owned. These will be shown in total amoimts only. 
Details will be given in Schedules 6 and 7. Securities will be listed in 
groups in accordance with their location at the end of the period. Each 
group will show each class of security separately. 

6. List of Stocks Owned 

7. List of Bonds Owned 

A separate schedule will be provided for each class of security owned at 
the close of the period. These may be considered to be only two classes 
as indicated in the caption, or they may be divided into common and pre¬ 
ferred stocks, or corporation and government bonds, in accordance with 
the requirements of the engagement. The securities in each location will 
be shown in separate sections of the schedules. 

8. Summary of Custodian Management Account 

Separate summaries will be provided for principal and income transac¬ 
tions. The preferred form for the former will open with the amount of the 
original deposit, will add the amounts of subsequent deposits, will add or 

deduct gains or losses from the sales of securities, and will deduct the 

amounts of withdrawals of principal. The remaining balance will repre¬ 
sent the present investment. This amount will then be compared with 
the year-end market value of the assets held in the accoimt. The latter 
will open with the amoimt of income fimds not mthdrawn from the account 
at the beginning of the year, will add the income collections during the 
year, will deduct the yearns withdrawals of income, leaving the balance of 
income cash not withdrawn at the close of the year. The amounts of 
uninvested principal cash and of income funds not withdrawn will be 
included in Schedule 10. 

9. Schedule of Loans and Accounts Receivable 

These will be listed separately. The amoimts of each at the beginning 
and the end of the period will be stated. Notations will provide information 
concerning all changes in amount during the year. The types of obligation, 
interest rates, and the form and value of collateral will be specified. 

10. Comparative Statement of Cash Balances 

The cash balances in each depository at the beginning and end of the 
year will be listed in this schedule. 

11. Status of Guaranteed Loans 

If the client has ^aranteed a loan, a broker's account, or any other type 
of obligation for another person, full details should be presented in the 
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report. A note on the balance sheet should call attention to the contingent 
liability and full details should be included in a report schedule. This 
schedule should show the date and amount of the original obligation, the 
form and value of collateral, and all subsequent changes. It is important 
that the market value of the collateral on the date of the report be included. 

12. Schedule of Bank Loan Liabilities 

13. Schedule of Balances in Brokers^ Accounts 

The schedules covering these accounts will report on the balances at 
the beginning and the end of the year, the current value of the collateral, 
and the equity margin status on the date of the report. 

14. Schedule of Other Accounts Payable 

These will be listed separately. The amounts at the beginning and the 
end of the year will be shown. If collateral has been deposited, the current 
value thereof will be specified. 

15. Schedule of Income Tax Liability 

A two-column schedule will be required. The first column will report 
on the payments that liquidated the liability that existed at the close of 
the previous year. The second column will report the total tax for the 
current year, the pa 3 nments which have been made through withholdings 
and declarations, and the unpaid balance at the end of the period. It will 
also state the dates and amounts of the final payments on the tax. 

16. Supplementary Income and Expense Schedules 

These will be the supporting schedules found necessary in the preparation 
of Schedule 3. When the items were few, they will have been inserted in 
that analysis, but, if numerous, separate schedules will have been indicated. 
This is usually the case in the matters of capital gains and losses, rental and 
depreciation accounts, household and personal expenses, and the like. lists 
attached to the income tax returns need not be repeated in schedule form, 
as copies of the returns will be bound with the report. The client should 
be consulted with respect to the accounts he wishes presented in detail. 

17. Copy of Federal Income Tax Return 

18. Copy of State Income Tax Return 

Copies of the returns, complete with all schedules, will be attached to 
the final pages of the report. 

Statistical Value of the Annual Report 

The annual report to the client will be boirnd in pamphlet form between 
flexible covers. It will constitute a permanent record. 

A file of these reports supplies valuable statistical reference to the client’s 
financial affairs. In the event of his death, the reports will provide the 
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executor with assistance in the determination of assets and liabilities of the 
estate, as well as competent information with respect to such past trans¬ 
actions as must be reported in estate and inheritance tax schedules. 

AFTER THE TAXABLE PERIOD 
Vin. Conducting Audit of Return mth Examining Officer 

The accountant’s responsibility for the income tax return he has pre¬ 
pared continues until it has been finally accepted or adjusted by the 
Treasury Department. 

When the Internal Revenue Agent in Charge has notified the taxpayer 
that an audit of the return is to be made, the latter should immediately 
inform the accountant. If the notice contemplates examination in the 
agent’s office, request should be made that the proceeding be transferred 
to the field division. This will usually be granted, and the officer to whom 
the work has been assigned will communicate with the accountant to 
arrange an appointment at the location where the taxpayer’s books are 
kept. 

Review before Examination 

Before the date set, the accountant should review his working papers 
and the return to refresh his memory with respect to facts and the tax 
reasoning involved in any unusual aspects of the taxpayer’s accounts for 
the year under audit. He will plan to remain in constant attendance while 
the examination is in progress. This will enable him to explain the oper¬ 
ation of the accounts and to assist the officer in tracing through the records 
the transactions he may wish to investigate. In addition, it will afford the 
accountant an opportunity to discuss with the officer each matter as it 
arises. This feature is extremely important, for it will avert the possibility 
of the examiner’s forming erroneous impressions because he is not in pos¬ 
session of all pertinent facts. The value of well-planned and efficiently 
maintained records will be demonstrated at this time. Manifestly skilled 
and correct accounts will do much to dispel any doubts that may exist in 
the mind of the examining officer. 

Adjustments by Examining Officer 

The average return will be accepted without change. There will, how¬ 
ever, be returns in which minor adjustments cannot be avoided. For 
example, when dividends are partially tax-free, final allocation may require 
several years. Meanwhile, tentative figures will have been reported. Court 
decisions handed down after returns have been filed may have retroactive 
effect.. Adjustments of this nature must ordinarily be accepted and the 
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accountant should reconunend that his client sign the agreement form that 
will be submitted by the officer. This will expedite settlement and reduce 
interest charges. Occasionally, items of more importance will prove unac¬ 
ceptable to the examiner and a tax contest will develop. In these cases, 
the accountant’s duty requires that he take all steps necessary to support 
the return that he prepared. 

At the completion of the examination, all working schedules, fully indexed 
and securely bound, will be placed in a permanent file to await report of 
the Internal Revenue Agent in Charge and final settlement with the 
Treasury Department. A fitting final document, auguring well for the 
books that have been installed, is the Department’s notification that 


Upon examination of your Federal income tax return for the year indicated 
above, the conclusion has been reached that it should be accepted as correct. 
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Presented on the following 15 pages are specimen forms described in 
Chap. XVL 

Of these, Form A is in actual practice written on the conventional 
double-entry ledger p^ge, Forms B, C, and D either in a bound colum¬ 
nar book or on multicolumn analysis sheets, Form E in a columnar book 
or in a specially designed volume, Form F as described on page 460, and 
Forms G and H on multicolumn analysis sheets. 
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(with inserted shares columns) 
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Supporting 

schedules 

1946 

January 

February 

March 

April 

May 

1 

Salaries and other compensation. 

$1,000.00 

1,125.00 

1,000.00 

1,000.00 

1,250.00 

2 

Dividends received on common stocks. 

3,694.50 

2,180.00 

3,585.00 

2,850.00 

2,020.00 

3 

IMvidends received on preferred stocks. 


400.00 

1,000.00 


400.00 

4 

Interest received on corporation bonds with tax- 







free covenant. 

300.00 



125.00 


5 

Interest received on corporation bonds without tax- 







free covenant. 

380.00 

30.00 


100.00 

120.00 

6 

Interest received on government bonds: 







a. Wholly tax-exempt. 


125.00 

250.00 

250.00 



6. Partially tax-exempt. 







c. Wholly taxable. 


62.50 

12.50 



7 

Interest received on state and municipal bonds.... 

506.25 




235.00 

8 

Oil and gas royalties... 

32.00 

26.00 

34.50 

29.75 

26.00 

9 

Rentals. 

100.00 

100.00 

100.00 

100.00 

100.00 

10 

Partnership income. 






11 

Fiduciary income. 





425.00 

12 

Other income: 







Interest on tax refund. 







Preliminary estimate for tax declaration. 

$6,012.75 

4,048.50 

5,977.50 

4,455.00 

4,155.00* 

Total income received. 

$6,012.75 

4,048.50 

5,982.00 

4,454.75 

4,576.00 


Comparison for amended estimate: increase/<fe. 







crease, cumulative. 

$ 


4.50 

4.25 

425.25 


Note: Boldface italics indicate red figures. Figures in parentheses represent penciled estimates. The above specimen 
has been designed to illustrate the income analysis summary after October postmgs. Penciled estimates for ten months by 
classes of income have been replaced by inked final figure, but remain for November and December. Estimate totals by 
months remain for comparison with actual receipts, to determine v/hether or not amended declarations are required. After 
the close of the year, when final figures have replaced estimates for the last two months, penciled figures in the total column 
will be replaced by final figures to be carried to the income tax classification, Form H. 

Form B.—Income Analysis Summary. 
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JOHN DOE 
StiMMAitT OP Income Analysis 
Year 1946 


June 

July 

August 

September 

October 

November 

December 

Total 

1,000.00 

1,000.00 

1,400.00 

1,000.00 

1,000.00 

(1,000.00) 

(1,000.00) 

(12,125.00) 

4,631.25 

3,825.00 

2,500.00 

3,775.00 

2,580.00 

(1,730.00) 

(4,386.25) 

(38,277.00) 

1,000.00 


400.00 

1,000.00 


( 400.00) 

(1,000.00) 

( 5,600.00) 


300.00 



125.00 



( 850.00) 

200.00 

500.00 

30.00 

UM 

100.00 

( 120.00) 

1 200.00) 

( 1,680.00) 



125.00 

250.00 

250.00 



( 1,250.00) 

56.25 






( 56.25) 

( 112.50) 



62.50 

12.50 




( 150.00) 


506.25 




( 235.00) 


( 1,482.50) 

31.00 

29.50 

25.00 

28.40 

31.25 

( 30.00) 

{ 30.00) 

( 358.00) 

100.00 

100.00 

100.00 

100.00 

100.00 

( 100.00) 

( 100.00) 

( 1,200.00) 

1,000.00 






( 750.00) 

( 1,500.00) 






( 250.00) 


( 500.00) 


42.50 







7,767.50 

6,161.25 

4,197.50 

6,387.50 

4,535.00 

3,865.00 

7,522.50 

65,085.00 

8,018.50 

6,303.25 

4,642.50 

6.155.90 

4,186.25 




676.25 

818.25 

1,263.25 

1,031.65 

682.90 
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m 



Shares 

1946 

January 

February 

March 

Jan. 1, 
1946 

Increase—Decrease 

Date 

Shares 

A Corp(«ati<m. 

100 




V 25.00 


B Corporation. 

200 

June 12 

m 



V 40.00 

C Corporation. 

200 

Jan. 4 

200 

V 200.00 



D Corporation. 

760 

June 4 

159 



V 750.00 



June 19 

50 




E Corporation. 

500 



V 750.00 



,F Corporation...,. 

100 




V 250.00 


G Corporation. 

600 





V 600.00 

H Corporation. 

2000 





V 500.00 

J Corporation. 

500 




V 500.00 


K Corporation. 

400 







SECTION OMITTED 


R Corporation. 

S Corporation. 

T Corporation. 

700 

200 Oct. 2 300 

300 

V 1400.00 

V 900.00 

V 600.00 

Total ^vidends received on common stocks—to Summary. 

$3694.50 

2180.00 

3585.00 





Notk; Boldface italics indicate red figures. As in Form B, figures in parentheses represent penciled estimates; the above 
specimen has been written as of October 31. After the close of the year, when final figures have replaced the Novemberand 
December estimates, the schedule will be completed and the total carried to the summary. 


Form C.—^Pagb from Income Analysis. 

















PERSONAL BOOKS AND RECORDS 45B 

JOHN DOE 
Income Analysis, Year 1946 
Schedule 2—Dividends Received on Common Stocks 
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AUDIT WORKING PAPERS 



Jan. 1, 
1946 

Face value 

Increase—J)ecr«ase 

1946 

January 

February 

March 

Date 

Face 

value 

AA 

Corporation. 

.4%, 1949, J&J 

5,000 



V 100.00 



BB 

Corporation. 

.3%, 1960, F&A 

2,000 

Sept IS 

2,m 


V 30.00 


CC 

Corporation. 

.6%, 1952, J&J 

10,000 

Aug. 1 

10,000 

V 300.00 



DD 

Corporation. 

.4%, 1930, J&D 

5,000 






EE 

Corporation. 

.2%, 1960, J&D 

10,000 

Sept. 15 

3000 




FF 

Corporation. 

.5%, 1970, A&O 

4,000 






GG 

Corporation. 

.6%. 1960, M&N 

4,000 



20.00 

J. E. from 









a/c Rec. 









(Dec. 1945, 









pxirchasJl) 


HH 

Corporation. 

.5%, 1950, J&D 


June 1 

4,000 




JJ 

Corporation. 

.4%, 1956, J&J 


Jan. 2 

5,000 




Total interest on corporation bonds without covenant—to Summary. 


$380.00 

30.00 



Note: Boldface italics indicate red figures. As in Forms B and C, figures in parentheses represent penciled estimates; the 
above specimen has been written as of October 31. Illustrated above are the following: 

A A Corporation: Interest on bonds held during entire period. 

BB Corporation: Interest collected on sale between interest dates. 

CC Corporation: Interest advanced on purchase after last interest date of current year and journal entry to accounts 
receivable to offset collection in following year. 

DD Corporation: Interest on bonds held during entire period. Interest for second payment date, not yet collected, is 
still carried as penciled estimate. 

EE Corporation: Interest advanced on purchase before last interest date of current year entered in red to offset collec¬ 
tion when December interest is received. 

GG Corporation: Interest advanced on purchase after last interest date of previous year transferred by journal entry 
from accounts receivable to offset collection in current year. 

Corporation: Interest on purchase after filing of original tax declaration not included in estimate. 

JJ Corporation: Interest on purchase at time of original issue. Only one interest date in first year. 

After the close of the year, when final figures have replaced the November and December estimates, the schedule will be 
completed and the total carried to the summary. 

Form D.—^Page from Income Analysis. 
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JOHN DOE 

.-. -.-. .. lNgoMB_A nalysis, 1946 

Schedule 5—Interest Received on Corporation Bonds Without Tax-free Covenant 


1 

April 

May 

■| 

June 

July ! 

August 

September 

October 

November 

December 

Total 

1 

V 100.00 

V 120.00 

V 100.00 

V 100.00 

V 100.00 

V 300.00 

V 100.00 

V 30.00 

On Purchase 

i 50.00 

On Sale 

5.00 

J.E.toa/cRec. 

On Purchase 

15.00 

j 

100.00 

V (120.00) 

V (100.00) 

V (100.00) 

V (No est.) 


100.00 

120.00 

200.00 

500.00 

30.00 

10.00 

100.00 

(120.00) 

(200.09) 
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Date 

Price 


1 Total 

Box 


Shares 

Amount 

Shares 

Amount 

Sharra 

Amount 

1940 









June 15 

90.00 

Inherited (Est. W. J. D.). 

200 


200 




Oct. 2 
19^ 


Pledged against loan. 



100 

9,999.99 

100 

9,000.00 

'May 12 

94.00 

Purchased. 

100 






Aug. 20 

88.00 

Purchased. 

100 

8,835.00 





Feb. 10 

102.00 

Purchased. 

100 

10,235.00 





1945 









Jan. 15 

100.00 

Purchased on rights (1 for 2)— 

250 

25,000.00 










1 


50 

5,000.00 


95.34 


750 

71,505.00 






Cost basis adjustment for rights: 








(Original stock: 90%; rights: 10%) 







1940 









June 15 

81.00 

Inherited (Est. W. J. D.). 

200 

16,200.00 

/ 100 

8,100.00 



1 

81.00 

Pledged against loan. 



1 


100 

8,100.00 

1942 









May 12 

84.92 

Purchased. 

100 

8,491.50 





Aug. 20 

79.52 

Purchased. 

100 

mmmM 





1943 









Feb. 10 

92.12 

Purchased. 

100 






1946 









Jan. 15 

118.00 

Purchased on rights (1 for 2). 

50 



5,900.00 




118.00 

Purchased on rights (1 for 2). 

50 

5,900.00 



50 

5,900.00 


118.87 

Purchased on rights (1 for 2). 

50 

5,943.50 






117.67 

Purchased on rights (1 for 2). 

50 

5,883.50 






120.47 

Purchased on rights (1 for 2). 

50 






IQIA 

95.34 


750 


150 

14,000.00 

150 

14,000.00 

iiHtO 

June 4 


Delivered to P A Go. 



59 

5,999.99 



June 4 


Sold through P A Co. 

159 

15,259.59 





June 4 


Loss on sale. 


2,929.59 





June 19 


Delivered to P A Co. 





59 

5,999.99 

June 19 

lUM 

Sold throu^ P A Co. 

59 

5,179.5$ 





June 19 


Loss on sale. 


229.59 





Dec. 31 

86.80 

Balance. 

550 

47,738.00 

100 

8,100.00 

100 

8,100.00 


Non: Boldface italics indicate red figures. 


Form E.—Page from Security Record. 












































PERSONAL BOOKS AND RECORDS 


Common Capital Stock o f D Corporation Pa r No par. 


M & Co. (Brokers) N & Co. (Brokers) | P A Co. (Brokers) 

Shares Amount | Shares | Amount I Shares | Amount | Shares I Amount | Numbers I In name 
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Form F, presented on the opposite page, is a stenciled and mimeo¬ 
graphed office form. Lines 5, 6, and 8 are in the blank form left open for 
facts and figures pertinent to the individual taxpayer. The illustration is 
that of the first declaration required under the Revenue Act of 1948, when 
an original declaration had been filed under the previous Revenue Act. 




Joint Return? Yea 


YEAR 194 8 
ESTIMATED INCOME 


1 . Salary and Other Compensation | 

2. Dividends and Interest 

3. Ret Short-Term Capitol Gain 

4. Less Net Cap. Loss (to $1000 Inel.carry-over) 




8 . Deductions $ Canbr.tLOOO;Int>l80O;TeaB3 |7 00 
9- jB£ Standard Deduction (l6^« limit $1000) 

10. NET INCOME less #8 or #9) $ , 

COMPUTATION OF ESTIMATED TAX 
UNDBl REVENUE ACT OF 19^8 On nrecedlnff 


INITIAL 

$ fr:ooo.oo 

54.500.00 




$ 70,000.00 


On preceding 

ye ar *8 Income On above 

$ 48.000.00 70,000.00 




11. Net Income $ 48,000.00 

12. Less Pers. Exemption ( 2 x $600) 

(Additional $600 at age 63) 

13. Amount subject to tax $ 46,800.00 

14. If joint return, reduce by 1/2 $ 33,400.00 -54i^2£a2? 

15. Tent. Normal & Surtax (top, $ 9,206.00 16,020.00 

16. Less part, tax-exempt Int.® 35^ 

18. Section 12(c) reduction: 

17$^ to $400, then 

12 je to $ 100 , 000 , then 

9.75^ on over $100,000 tax. 1,134.72 1.942.40 

19. Net of m less #18 _ 8.081.2a 14.077.60 

20. If joint return, multiply by 2 16.162.56 28.155.20 

21. Add Long-Term Capital Gain 4255^ 700.00 goo .00 

(Enter ^2 at #3 If #14 is under $22M) 

22. Less tax-free cov.j foreign taxes (63.56) (55.20 

23. ESTIMATED INCOME TAX $ 16.600.00 28.300.00 

DECLARATION 

INITIAL 

24. Estimated tax for declaration $ 27 . 5 59. 0 8 

25 . Less est. withholding_ ( 2 ,059. 06 ) 

26 . ” previous year's overpayment None 

27. ** previous declaration payments Mar. 15 (7.500.00) 




28 . UNPAID BALANCE 

29 . PAYMENT WITH I^LARATION 


$ 18.000.00 
$ 6,000.00 


Date prepared 


Date amended 



Form F.—Federal Declaration Work Sheet. 
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Shares mr 
par value 
of bonds 

Date 

acquired 

Date 

sold 

Gross 

sales 

price 

Expense 

of 

sale 

Assets Hdd Not More than Six Months: 


1946 



100 B Corporation, Common. 

Dec. 20.1945 

June 12 

$4,250.00 

29.13 

200 L Corporation, Common. 

Dec. 18.1945 

June 14 

8,200.00 

45.00 

100 N Corporation, Common. 

Jan. 10. 1946 

June 27 

4,875.00 

30.69 

Assets Held for More than Six Months: 





400 M Corporation, Common. 

July 10. 1942 

March 19 

24,400.00 

135.00 

150 D Corporation, Common. 

June 15.1940 

1 




May 12.1942 

1 June 4 

15,300.00 

61.50 


Feb. 10, 1943 




Rights 

Jan. 15 1945 

J 



50 D Corporation, Common. 

June 15.1940 

\ 



Rights 

Jan. 15, 1945 

/ June 19 

5,200.00 

20.50 

House and Land. 

June 1,1928 

June 21 

18.000.00 

1,100.00 

$2000 BB Corporation 3/60 Bonds Redeemed. 

Mar. 20.1933 

Sept. 15 

2.100.00 


400 Z Corporation, Preferred. 

July 7, 1939 

Oct. 17 

11.400.00 

102.52 

400 Y Corporation, Prefrared. 

October, 1928 

Dec. 12 

20,400.00 

125.00 

Totals,..... 



114,125.00 

1,649.34 







Note: Boldface itaUcs incUcate red figures. In the above example, net recognized capital gain of $4,617.04 had been reg¬ 
istered when the accountant reviewed the client's income tax portion in December. He recommended the sale of the Y 
Corporation preferred shares, which established a recognized ca];atal loss suflBciently large to offset the gain and to provide 
for the $1,000 maximum loss deduction. 

Form G.—Capital Gain and Loss Schedule. 
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JOHN DOE 
Capital Gain and Loss 
Year 1946 


Net 

proceeds 

Cost 

per books 

Adjustment of cost 

Federal 

basis 

State 

ba^ 

Gain or loss on sale 

Per 

books 

Federal 

State 

Adjusted 

Recog¬ 

nised 

4,220.87 

3,220.50 



3,220.50 

3,220.50 

1,000.37 

1,000.37 

1,000.37 

1,000.37 

8,155.00 

8,433.50 



8,433.50 

8,433.50 

2784$ 

2784$ 

2784$ 

275.55 

4,844.31 

4,273.13 

Tax-free div. 

8.25 

4,264.88 

4,273.13 

571.18 

579.43 

579.43 

571.18 

24,265.00 

16,892.00 



16,892.00 

16,892.00 

7,373.00 

7,373.00 

3,686.50 

7,373.00 

15,238.50 

17,867.00 



17,867.00 

17,867.00 

2JS284$ 

24284$ 

1414.2S 

24284$ 

5,179.50 

5,900.00 



5,900.00 

5,900.00 

72$4$ 

72$4$ 

555.25 

72$4$ 

16,900.00 

24,000.00 

Depreciation 

14,400.00 

9,600.00 

9,600.00 

7,300.00 

7,300.00 

3,650.00 

7,300.00 

2,100.00 ; 

2,000.00 



2,000.00 1 

2,000.00 

100.00 

100.00 

50.00 

100.00 

11,297.48 I 

16,090.00 



16,090.00 1 

16,090.00 

4,7W.52 

*49242 

2,555.25 

449242 

20,275.00 ' 

31,690.46 



31.690.46 

31,690.46 

11,415.41 

11,415.45 

5,257.75 

11,415.4$ 

112,475.66 

130,366.59 


14,408.25 

115,958.34 

115,966.59 

3,49$J3 

3,482.88 

1,555.55 

3,49$JS 









m 


AUDIT WORKING PAPERS 


Income Tax Return: 



Capital 
Account, 
per books 

Elimination of 
nontaxable income 
nondeductible expenses 

Item 2 
salaries, 
etc. 

3 

dividends 

4 

interest 

Capitd Account bal. Dee. 31.1945_ 

$312,925.42 






Net income per books, below. 

29,576.84 






Balance Dec. 31,1946 (before income 







tax.. 

$342,502.26 






From Income Analysis Summary: 







Salaries and other compensation.... 

$13,125.00 



13,125.00 



Dividends received on common stocks 

37,951.00 

N Corp., 10% non- 







taxable 

82.50 


37,868.50 


Dividends received on preferred stocks 

5,600.00 




5,600.00 


Interest on Corporation Bonds, with 







tax-free covenant. 

850.00 





850.00 

Interest on Corporation Bonds, with- 







out tax-free covenant. 

1,900.00 





1,900.00 

Interest on GovemmentBonds, wholly 







tax-exempt. 

1,250.00 


1,250.00 




Interest on Government Bonds, par- 







tially tax-exempt. 

112.50 





112.50 

Into'est on Government Bonds. 







wholly taxable. 

150.00 





150.00 

Interest on state and municipal bonds, 

1,482.50 


1,482.50 




Oil and gas royalties. 

355.10 

Depletion, 27H% 

97.65 




Rentals. 

1,200.00 






Partnership income. 

2.100.00 






Fiduciary income. 

840.00 






Interest on tax refund. 

42.50 





42.50 

Per ledger income account. 

$66,958.60 






Capital gain and loss Loss 

3,490.93 


f Loss carry-over from 








1945 

None 







1 Tax-frw divd. adj. 

8.25 







150% Long Term Net 

2,391.99 







Lom carry-over to 








1947 

90.69 




Personal Expenses. 

12,190.08 


12,190.68 




Household expenses—city. 

8,932.40 


8,932.40 




Household expenses—country. 

2,650.25 


2,650.25 




Rental property expenses. 

490.00 






Rental property depreciation (2). 

600.00 






Taxes ptud. 

4,412 JO 

Per separate schedule 

1,809.25 




Charitable contributions. 

1,240.00 



' 



Interest pmd. 

850.00 

To carry tax-exempts 

lOOJOO 




Storm loss. 

125.00 






Medical expenses. 

400.00 

Less than 5% of gross 

400.00 




Nonbusiness expenses [Sec. 23 (a)(2)] 

2,000.00 

On tax-exempt income 

73.00 




Net Income per Books. 

$29,576.84 









S25,733.86 




Federal Income Tax Return. 




$13,125.00 

43,468.50 

3,055.00 

Adjustments for State Return: 




Nontaxable dividend not recognized by state.. 


82J0 


82.50 


Government bond interest not taxable by state 


262.50 



262.50 

Interest on bonds of other states taxable by state. 

482J0 



482.50 

Capital loss not deductible on state return.... 


1,000.00 




State income tax not deductible on state return. 


1,640.00 




Adjust nonbusiness expenses (tax-exempt income). 

2.20 







$28,678J6 




State Income Tax Return. 




13,125.00 

43,551.00 

3,275.00 


Notb: Income analy^ figures shown m the first column do not appear on Specimen Form B. They represent total income 
for the year, whereas the latter was designed to illustrate status of the summary at the close of ten month& 

Note: Boldface italics indicate red figures. 


Form H.—Income Tax Classification. 
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JOHN DOE 
Income Tax Classification 
Year 1946 


Sched.B 

rents 

royalties 

D 

capital 

gam/loss 

E 

partner- 

and 

fiduciary 

income 

Contribu¬ 

tions 

Interest 

ptid 

Taxes 

paid 

Casualty 

losses 

Other 

deductions 

Page 3 
items 






Net income 
for return 

Eliminate f< 

257.45 

1,200.00 

4S9J99 

$90.90 

j 

}r normal ta 

1 

! 

i 

i 

1 , 000.06 

X computati 

1 

1 ' 
I 

2,100.00 

840.00 

1 

on; Routing 

1 , 240.00 

i 

Insurance t 

750.00 

tonds 

I 

2 , 005.25 

125.00 

1 , 027.00 


367.45 

1 , 000.00 

1,000.00 

2,940.00 

1 

1 , 240.00 

750.00 

2 , 005.25 

1,640.00 

125.00 

1 , 027.00 

2.20 

55,310.70 

367.45 

_ 

2,940.00 

1,240.00 

750.00 

005.25 

125.00 

1 , 024.80 

58,255.40 













APPENDIX 


Extracts from Auditing 
Procedures Memorandums prepared by 

THE CORPORATION AUDITS DIVISION 

of the GENERAL ACCOUNTING OFFICE 
of the United States 

for the instruction of the staff of the 
Division 




auditing under the GEORGE ACT (PUBLIC LAW NO. 4, 79th CONGRESS) 
AND THE GOVERNMENT CORPORATION CONTROL ACT 
(PUBLIC LAW NO. 248, 79th CONGRESS) 

1. Historical 

As stated in a previous lecture, government corporations were not men¬ 
tioned in the provisions of the Budget and Accounting Act of 1921 due to 
the fact that at that time corporations were not a major consideration in 
the conduct of Federal government affairs. Very few corporations had 
been organized when the act was passed. These were all small and except 
for the Federal Land Banks and the Panama Railroad, the corporations 
were related to activities of the First World War and were substantially all 
in liquidation. 

During the economic emergency period of the 1930^s an increased use 
was made of the corporate form in governmental administration. The 
trend continued during the war period and today there are approximately 
one-himdred government corporations engaged in the various fields of 
economic activity and production. 

The magnitude of government corporations is staggering. At the present 
time their total assets amount to approximately 20 billion dollars. Due to 
their magnitude, the financial transactions of government corporations have 
a distinct bearing upon the general financial condition and fiscal policies of 
the government. 

2. Need for Audit Control 

In the past decade there has been an increasing awareness in the legis¬ 
lative and executive branches that the financial programs of the government 
cannot be effectively coordinated without some control over government 
corporations. 

Various steps, as previously outlined, have been taken from time to time 
by the President and the Congress to bring government corporations under 
some measure of financial control. Due to the piecemeal approach to the 
problem, the degree and character of control exercised over government 
corporations has varied greatly and without any really satisfactory basis. 

The Federal government relies mainly on a system of checks and balances 
to maintain equilibrium. For example, the legislative branch of the gov¬ 
ernment checks the executive branch, then the judicial branch checks both 
the legislative and the executive branch. In the field of government cor- 
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porate activity, however, there are scores of corporations with billions of 
dollars of government money at their disposal that are not subject to any 
outside check. 

The Comptroller General, appearing before the Senate Subcommittee 
of the Committee on Banking and Currency on April 20, 1945, remarked 
as follows: 

Mr. Chairman, I am firmly of the opinion that if the present trend continues, 
that is, the creation of government corporations, or if it is not curbed we will soon 
have a government by government corporations. A large segment of the govern¬ 
ment is today operating independently of Congressional control and free from 
accountability to the executive. Indeed, this thing we call “government’’ has 
reached such gargantuan proportions that it is sprawled all over the lot. 

It has become greater than Congress, its creator, and at times it arrogantly snaps 
its fingers in the face of Congress. 

One Congressman^ stated on the floor of the House of Representatives on 
September 12, 1945: 

In my opinion we are engaging in some of the most fantastic financial activities 
that any country on earth ever participated in. These government corporations 
have run wild in so many directions that it is utterly impossible for the average 
person to comprehend what the show is all about. 

3. The George Act 

The George Act was designed to bring all government corporations and 
their transactions and operations under annual scrutiny by Congress 
through the medium of an audit by the General Accounting Office. Certain 
corporations such as the TVA and Commodity Credit Corporation were 
already subjected by statutory provisions to commercial-type audits. 

Certain other corporations were audited by their own internal audit 
staffs or by the staff of the government agency having supervisory authority 
over the corporation. 

Independent public accoimtants were retained by the managements of 
certain corporations. 

In general, there was a lack of a uniform audit procedure. Section 5 
of the George Act extends to all corporations on a uniform basis the require¬ 
ment for an audit by the General Accounting Office in accordance with the 
principles and procedures applicable to commercial corporate transactions. 
From the discussion of governmental type auditing in previous lectures, it 
will be understood that this type of audit is an innovation. 

Other important points of the act may be summarized as follows: 

^ Representative Crawford, p. 8706, Cangreisional Record, Sept. 12, 1945. 
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а. Rules—The Comptroller General of the United States will prescribe 
the rules and regulations governing the audit. 

б. Phce —^The audit shall be conducted at the place or places where the 
accounts of the respective corporations are normally kept. 

c. Availability of records —^All books, accounts, financial records, reports, 
files, and all other papers, things, or property of the corporations 
which are necessary to facilitate the audit shall be made available to 
the auditors of the General Accounting Office. 

d. Period to be covered —^The audit shall cover each fiscal year beginning 
with that year commencing July 1, 1944. 

e. Expenses —^The cost of the audit may be paid out of General Account¬ 
ing Office appropriations. By agreement, the corporation may pay 
for the audit from corporate funds. 

/. Reports 

(1) Submission —Reports are required to be submitted by the Comp¬ 
troller General to the Congress. Copies shall be furnished to the 
President and to the corporation. 

(2) Time —^Reports must be submitted not later than January 15 of 
the year following the period audited. 

(3) Content of audit report —^The act provides that the audit report 
shall include the following: 

(а) A statement of the scope of the audit. 

(б) A statement of assets, liabilities, capital, and surplus (or def¬ 
icit). 

(c) A statement of surplus (or deficit) analysis. 

(d) A statement of income and expense. 

(e) Comments and information deemed necessary to inform Con¬ 
gress as to operations and financial condition. 

(/) Recommendations the Comptroller General may deem ad¬ 
visable, including a report of any impairment of capital noted 
in the audit, and recommendations for the return of such 
government capital or the payment of such dividends as 
should be accomplished. 

(jf) Disclosure of every program, expenditure, or other under¬ 
taking which, in the Comptroller General’s opinion, has been 
carried on or made without statutory authority. 

Subsequent legislation (Public Law 40,79th Congress) provided that the 
cost of the audits must be borne out of General Accounting Office appropri¬ 
ation but that the corporations shall reimburse the General Accounting 
Office therefor; and it was further provided that no funds of government 
corporations shall be used to pay the cost of any private audit unless previ- 
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ously contracted for and work thereon had been initiate, but the Comp¬ 
troller General was authorized to employ by contract professional services 
of firms for temporary periods. 

The Corporation Audits Division has taken the position that the financial 
statements included in the audit report are the primary responsibility of 
the corporation managements. Management cannot be relieved of their 
responsibility for financial statements by any kind of an audit. 

The audit responsibility is the only responsibility of the General Account¬ 
ing Office. It is to be noted that the General Accounting Office stands in 
a uniquely independent relation to the corporations, not being primarily 
responsible to them, as is the usual relationship in public accountancy, but 
rather being responsible to Congress, a third party. 

Immediately after the passage of the George Act, certain corporations 
contended that they were not covered by the George Act. Their basis for 
this contention was that they were not wholly owned by the government. 

Congress decided to take further action not only by spelling out exactly 
what was meant in the George Act as to coverage of both wholly owned 
and mixed-ownership corporations, but brought the corporations under 
additional financial restrictions by the enactment of the Government 
Corporation Control Act on December 6, 1945. 

4. The Government Corporation Control Act (PL 248, 79th Congress) 

a. Declaration of Policy —^The act provides as follows: 

It is hereby declared to be the policy of the Congress to bring government corpo¬ 
rations and their transactions and operations under annual scrutiny by the Congress 
and provide current financial control thereof. 

The Government Corporation Control Act provides for increased finan¬ 
cial control of government corporations by Congress. This Act incorpo¬ 
rates the audit provisions of the George Act and in addition provides for 
the submission to the President and Congress of annual budget programs. 
The George Act was to remain in effect until June 30, 1946, and Public 
Law 248 became effective on July 1, 1946. 

The major change in the law concerns the treatment of mixed-ownership 
corporations. Such corporations will be audited only for the period during 
which government capital was invested therein. 

Provision is also made for the accounts of disbursing officers to be 
adjusted and settled upon the basis of the field audits, at the option of the 
Comptroller General. 

Budget programs are required to be submitted by wholly owned corpo¬ 
rations to the President through the Bureau of the Budget on or before 
September 15 of each year. Such budgets are to be business-type budgets, 
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or plans of operations, with due allowance ^ven to the need for flexibility, 
including provision for emergencies and contingencies. 

The budget programs shall contain estimates of the financial condition 
and operations of the corporation for the current and ensuing fiscal years 
and the actual condition and results of operations for the last completed 
fiscal year. The program shall include a statement of financial condition, 
a statement of income and expense, an analysis of surplus or deficit, a 
statement of sources and application of funds, and other necessary in¬ 
formation. The statements shall include estimates of operations by major 
types of activities, together with estimates of administrative expenses, 
estimates of borrowings, and estimates of the amount of Government 
capital funds which shall be returned to the Treasury, or the appropriations 
required to provide for the restoration of capital impairments. 

The budget programs of the corporations as modified, amended or re¬ 
vised by the President, shall be transmitted to the Congress as a part of 
the annual budget required by the Budget and Accounting Act of 1921. 

The budget program transmitted by the President to the Congress shall 
be considered and, if necessary, legislation shall be enacted, making avail¬ 
able such funds or other financial resources as the Congress may determine. 

It seems evident that the purpose of the budget requirement is to inform 
Congress in advance with respect to the proposed activities of each corpo¬ 
ration and to permit Congress to enact any legislation that it may see fit 
with respect to activities and limitations thereon. It is believed that 
Congress will specifically authorize that portion of the budget reflecting* 
administrative expenses. 

6. Other Provisions —Other provisions of the act are as follows: 

(1) With certain exceptions, banking and checking accounts of Govern¬ 
ment corporations shall be kept with the Treasurer of the United 
States, or, with the Secretary's approval, with a Federal Reserve 
Bank, or with a bank designated as a depositary or fiscal agent of 
the United States. 

(2) All bonds, debentures, and similar obligations issued hereafter by 
government corporations and offered to the public must meet the 
approval of the Secretary of the Treasury. 

(3) Participation by government corporations in the purchase or sale 
of obligations in excess of $100,000, in which the United States is 
liable directly or indirectly as guarantor of principal and/or interest, 
requires the approval of the Secretary of the Treasury, 

(4) Corporations shall not be created for the purpose of acting as an 
instrumentality of the United States except by an Act of Congress 

.; or pursuant to an Act of Congress specifically providing therefor. 

(5) No w’hoUy owned government corporation created by or under the 
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laws of any state, territory, or possesaon of the United Stat^, etc., 
shall continue after June 30, 1948, as an agency or instrumentality 
of the United States, and no funds of, or obtained from the United 
States or any agency thereof, including corporations, shall be in¬ 
vested in or employed by any such corporation after that date, 
except for purposes of liquidation. However, any such corporation 
may be reincorporated by an Act of Congress. 

5. Major Audit Objectives under the Control Acts 

Records of the hearings on the acts indicate that Congress is seriously 
and rightfully concerned with the subject of control over the operations of 
government corporations. Therefore, fundamental emphasis should be 
given in the audits to this objective. The financial statements should be 
fully informative with respect to the functions and programs undertaken by 
each corporation, and fundamental emphasis should be placed upon dis¬ 
closure to Congress of any programs, expenditures, or other financial trans¬ 
actions, which in the opinion of the General Accounting Office are without 
authority of law. It is naturally to be assumed that the financial state¬ 
ments should reflect the application of generally accepted accoimting 
principles. 

Since not all financial transactions are examined in a commercial-type 
audit, the audits conducted by this Division will likewise not cover all trans¬ 
actions. However, most of the important programs or major expenditures 
should come under our scrutiny or observation, and any exceptions that 
may not be noted during the course of the audit should be relatively 
immaterial. 

When reviewing financial programs and functions, consideration should 
be given to a review of the results and accomplishments of such programs 
insofar as they are susceptible of factual determination. Evidence of 
extravagance should be reported. 

The control acts are very broad in that they invite the Comptroller 
General to make any recommendations or comments he may deem advis¬ 
able. In our opinion this may include such matters as: 

а. The corporate organization including delegation of responsibilities 
and authority. 

б. Use of accounting by management in control, including establishment 
of budgets and standards, establishment of operating and asset ac¬ 
countabilities of every type, determination of degree to which ac- 
coimtabilities have been discharged, and action based on such account¬ 
ing. 

c. Comments on all accounting procedures used to effectuate accounting 
policies and bring about accoimting for respontibiUties^ 
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Comments on methods of financing and financial requirements* 

e. Explanatory comments on operations to show full significance of any 
matters in which there is a public interest. 

The full significance of this approach requires detailed study of the lectures 
on government corporations and on accounting matters generally. 

6. Responsibility for Detection of Fraud and Irregularities 

The objectives of detecting fraud and irregularities, which is at the lower 
audit level, will definitely be subordinated in our audits. Our position is 
that prevention of fraud, rather than detection, is absolutely imperative; 
the responsibility for prevention rests in the management. The organiza¬ 
tional responsibilities and accounting procedures must be so devised as to 
prevent fraud. We shall audit the system of internal check and report on 
its adequacy or inadequacy. We shall use every means of persuasion at 
our command to induce management to correct any inadequacies and to 
accept our viewpoint on accounting controls. 

7. Significance of the Term “Commercial-type Auditing” 

The term ‘‘commercial-type auditing” is used merely to differentiate 
between the traditional type of government auditing and the new type 
provided for in the control acts. It authorizes the broad approach to 
auditing outlined herein and adherence to standards of auditing and ac¬ 
counting of commercial enterprises as practiced by the public accounting 
profession, and it requires as well as authorizes the extension of such audit¬ 
ing and accounting standards to meet the broad purposes of the acts as 
well as their specific requirements. 

There are two levels of commercial auditing. At the lower level is the 
examination of detailed financial transactions. At the upper level is the 
examination of the broader accounting matters outlined herein. Our 
audits will emphasize the higher level but will not ignore the lower. 

8. Responsibility for Financial Statements 

The financial statements are representations of the management. The 
auditor is called on for an expert opinion. Since statements reflect judg¬ 
ment, the opinion also reflects judgment. It is well established that: 

а. Financial statements must be based on records. 

б. Management must accept any necessary adjustments. 

c. The auditor shall make qualifications as to the limitations on the scope 
of the audit, exceptions as to consistent application of generally ac¬ 
cepted accounting principles underlying the financial statements, and 
fairness or completeness of facts set forth in the financid statements. 
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Where qualifications are so serious as to negative an opinion, no opin¬ 
ion should be given. 

9. Independence 

The degree of an auditor’s independence of the management is important 
in determining the weight to be given to his findings. There is no question 
of our independence of the corporation managements we are auditing. 
Congress is our client. Independence does not mean disregard of the 
management of the corporation being audited. It is our purpose to be 
directly helpful to and cooperative with the corporation managements in 
advising them on their accounting problems. 

10. Survey Procedures 

While our audits will include test checks of transactions and procedures, 
original information on all accounting matters will be obtained by survey 
procedures. In undertaking the survey, reference should be made to the 
Federal statutes, executive orders, corporate charter and bylaws, financial 
statements and reports, organization chart, statements of corporation 
policy, etc. Such a study should serve to raise many questions for dis¬ 
cussion with the corporation management, as a result of which the super¬ 
visor should be fully informed regarding problems of a legal and operating 
character. There is no substitute for intelligent discussion with informed 
corporation representatives regarding the corporation’s problems. Many 
things can be learned in this manner in a way that also can be most effective 
from the standpoint of conserving time. 

This survey proceeds into a review of business and accounting procedures, 
particularly with respect to internal control, and then to a review of the 
problems that may be involved in a detailed examination of accounts. 
During this phase of the work, it should be borne in mind that the scope of 
the audit will take into consideration the degree of internal control and 
the materiality of the various balance sheet and operating accounts. 

A complete summary record should be built up of the facts ascertained 
in this survey. The permanent file should contain this material. 

A good test of the effectiveness of this part of the examination is whether 
or not there is disclosed thereby all material problems that may finally 
appear as a result of more detailed examination. 

11. Plannix^; and Audit Programs 

Although the initial survey will require intelligent planning on the part 
of the Assistant Director and supervisor, such planning should be continued 
during the course of the survey to the preparation of a satisfactory and 
adequate'program of verification of the financial statements, including 
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test checks of transactions and procedures, to the extent that the particular 
circumstances may require. At the conclusion of the planning stage, an 
audit program should be prepared, setting forth in detail every step to be 
undertaken at every location in connection with every phase of the work. 

An audit program is much more than a time estimate, although it includes 
time estimates. It is primarily a comprehensive, specific outline of the 
work to be undertaken that will leave no doubt in the mind of the person 
called upon to execute any part of it as to the exact work to be done and 
the objectives desired to be reached. 

An audit program must be tailor-made to fit the individual case. There 
will be no uniform program for the audit of all government corporations, 
although there will be general principles and standards for guidance in 
determining a program. 

While each program will be prepared under the direction of an Assistant 
Director, every program will require the approval of the Director or Deputy 
Director of the Division before work is commenced on the detailed work 
specified in the program. 

12. Detailed Auditing 

Above all else it must be remembered that there are no fixed rules of the 
scope of detailed audit procedures applicable to government corporations. 

The scope of our detailed auditing of transactions will be governed by 
our appraisal of the conditions surrounding each particular case. The 
determination of procedures in the case of any particular item calls for the 
exercise of judgment with respect to the relationship between the risk of 
error or possible benefit of audit, and the cost of the audit procedure. 
Immaterial items deserve relatively little attention. 

Fundamentally, the degree of control over an item by the management 
is of utmost importance in determining the risk of error. W^hen control 
can be demonstrated to be perfect, there is no reason to make any inde¬ 
pendent audit verification. However, it is necessary always to make such 
limited test checks of transactions relative to any given matter as will 
establish the degree of control. 

We have found cases of poor accounting control in some of the govern¬ 
ment corporations that would require very extended auditing at prohibitive 
cost to enable us to be satisfied with an accounting. We have also found 
cases when there has been, in effect, no accounting for important activities. 
There are cases evidencing every shade from white to black as to accounting 
control. We cannot and should not attempt to cure accoimting deficiencies 
of management, and we can only report the conditions we find and do our 
best to induce the corporation managements to discharge their accounting 
responsibilities. The opportunities in this direction are boundless. 
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13. Our Audit Organization 

We are endeavoring to apply good principles of business organization to 
our staff. We have adopted a line-and-stafif organization and have fixed 
lines of responsibility on all audit engagements. 

Every staff member must remember that he is a member of a team and 
should fit his activities to that team. A separate team is organized for 
every audit; every staff member will be assigned to many different teams, 
in many different capacities, during his employment. 

Every junior must learn to follow the directions of his superior and to 
report only to him. He will be entitled to expect and ask for direction 
when he needs it, but he will be expected to assume all the responsibility 
that may be given. 

Personal development is expected of every staff member and that will be 
the basis of promotional awards. 

Every staff member should always conduct himself as a professional 
man. He should be objective and unprejudiced in his viewpoint. Only 
facts count. All subject matter of our audit work should be treated as 
extremely confidential, and no matters should be the subject of critical 
comments of any kind to the corporation management or employees except 
through channels. The staff also should refrain from irresponsible gossip 
among themselves regarding audit matters. 

AUDIT WORKING PAPERS 


1. Definition 

Working papers are all of the papers on which data pertaining to an audit 
have been recorded by an auditor. 

Working papers are important records which the auditor assembles con¬ 
cerning the business and operations of a client and concerning the pro¬ 
cedures employed during the course of an audit engagement and their 
relation to generally accepted auditing standards. 

2. Purpose 

Working papers may be considered as the raw material from which the 
auditor's report of examination is prepared. These papers are the connect¬ 
ing link between the books, records, policies, procedures, and internal 
control underlying the financial statements examined and the audit report 
submitted to the client. 

Working papers constitute the only proof of the audit work performed, 
as well as the record of audit findings and conclusions. 

A staff member should look upon a work sheet as, in effect, a report to 
his superior on an audit task delegated to him. Working papers have 
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stood the test if a senior or a principal can take the working papers sub¬ 
mitted by an accountant and prepare an audit report from them without 
asking questions. 

An auditor frequently needs working papers to defend his position from 
criticism or from legal action. 

Auditors use working papers as the source of information in discussing 
business matters with their clients. 

Working papers may also be required to be produced in future investiga¬ 
tions by governmental agencies. 

Principals or firm partners generally use working papers as the basis of 
a review of the audit report. 

Another purpose of working papers is to serve as a guide for the succeed¬ 
ing audit of the same corporation. 

3. Some Specific Rules for Preparation of Working Papers 

(а) Working papers must be consistently prepared on paper of pre¬ 
scribed size. 

Papers must be of a uniform size, otherwise the files would be of irregular 
shapes, thus causing difficulty in handling. Papers are more readily avail¬ 
able if of a uniform size, properly filed and indexed. No scraps of paper 
and no odd-sized memorandums should be placed in the papers until they 
are pasted or otherwise securely attached to a standard-sized sheet. This 
also applies to adding-machine tapes. 

(б) Papers may be prepared in pencil, or in pen and ink; however, pencil 
is preferred due to ease in correcting errors or making subsequent adjust¬ 
ments. 

Information obtained during the course of an audit is of little or no value 
if it is accumulated mentally by the various members of the staff. In order 
to be of value to the Division it must be reduced to writing for such future 
reference as may be necessary. Information should be written as soon as 
possible after it is obtained. This reduces the possibility of error. 

(c) All working papers must be initialed by the person preparing them. 
Initials are required since in certain instances it may be necessary to obtain 
additional information on a matter. The person who first handled the 
matter will usually be reassigned in the interest of speed, as he is already 
familiar with the problem in general. 

(d) All papers must be dated. 

(e) Working papers of this Division must contain the evidence which 
establishes the correctness and authenticity of the material reported and 
the adequacy of the examination made. This important policy of the 
Division should be borne in mind at all times. There are two aspects to 
this policy: 
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(1) Everything reported by the Division must be completely sup¬ 
ported in writing, and 

(2) The t)apers must furnish complete evidence in writing to support 
the conclusion that the scope of the examination underlying the report is 
adequate and includes all procedures deemed by the Division to be neces¬ 
sary. 

(/) Papers must be legibly written. If they are not written legibly 
they may prove worthless. 

(g) Only one subject may be covered by a working paper, although all 
aspects of that subject should be included thereon or covered by cross 
reference. 

(h) Papers should be prepared in such a manner that crowding and inter¬ 
lineations will be eliminated or reduced to a minimum. Crowding and 
interlineations may be reduced by giving serious thought to the material 
to be recorded prior to reducing it to writing. 

(i) Footnotes on schedules and account analyses should also be reduced 
to a minimum. In most instances, if the information is worthy of note, 
it should be included in the body of the schedules rather than noted as an 
afterthought. 

0) Working papers should be prepared on one side only. Information 
written on the reverse side of any working paper may be overlooked, thus 
causing serious consequences. If the information is worth recording it is 
worth an extra sheet of paper. However, there may be instances where 
it is absolutely necessary to write on the reverse side. In these exceptional 
cases, turn the bottom of the sheet toward the top and complete the writing 
on the reverse side. If this procedure is followed it will enable anyone 
reviewing the papers to read them without turning the file in a reverse 
position. 

(fc) Informational material, other than statements, schedules, analyses, 
and comparisons, should be presented in typed form whenever possible. 
It is recommended that such material be dictated if a stenographer is 
available. The process of dictating develops the rapid arrangement of 
ideas and the use of good language as well as releasing for audit work the 
time which would otherwise be spent in writing. 

0) Every set of working papers should include a list of the accountants 
engaged on the audit, together with initials set opposite the auditor's 
name. This will be referred to whenever it becomes necessary to ascertain 
which auditor prepared a given working paper. 

(m) A summary of the work of each accountant should be placed in the 
working papers. This will be of aid in making assignments when the same 
corporation is again audited, . 
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(n) Each sheet must be properly identified with the name of the enter¬ 
prise and carry a reasonably descriptive heading. 

(o) Every working paper containing figures (as distinguished from audit 
programs, abstracts, notes, etc.) should clearly and definitely tie in with 
the corporate records, usually with the final balance as shown by some 
account or the beginning and ending balances. The working papers should 
also tie in with the audit report, which means that adjusting journal entries 
are posted not only to the working statements but also to all working 
papers representing analyses, transcripts, or summaries of accounting 
figures. 

(p) A check-mark legend should be included in every set of working 
papers to aid the reviewer in his work. 

4. Other General Standards for Preparation of Working Papers 

There is no standard or rule as to the items to be included in the working 
papers. 

The theoretically perfect set of working papers would contain all essential 
information but no more. It is difficult to obtain this perfection, how¬ 
ever, and the papers usually contain too much detail or too little informar 
tion. 

The accountant preparing the working papers must anticipate the audit 
reporting requirements and proceed in the preparation of the working 
papers in a manner that will fulfill the requirements. 

The activities of the enterprise should be clearly and adequately described 
in the working papers, and the statements, supporting schedules, and 
analyses should clearly reflect the agniflcant financial aspects of such 
activities. 

The working papers should include evidence of the fact that we inquired 
thoroughly into the major undertakings of the organization and ascertained 
that the management properly executed its responsibilities, or the extent 
of the management’s deficiencies and the reason therefor. 

The piupose of each audit engagement, the source of the data relied 
upon, and the conclusion reached should be included in our working papers 
by means of schedules and text. The scope of the examination must be 
stated as well as the basis for the audit procedures employed. All 
departures from standard audit procedures must be fully explained. 

Any exceptions taken during the audit mxist be recorded together with a 
cconplete explanation of the disposition of such exceptions. 

Working papers are the auditor’s source of significant information as to 
all the matters pertaining to the audit. This is especially true once the 
engagement has been completed and the auditor has returned to his office. 
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The Wicdking papers should furnish information to answer any question 
that may arise during the preparation of the audit report. 

Working papers must be prepared with the thought in mind that the 
results are to be a permanent record and that paper is cheaper than time. 
However, clarity and sufficiency of information should never be sacrificed 
in order to save time or paper. 

To be useful, working papers must be understandable. It is contrary to 
fundamental principles of accounting practice to place in the working paper 
file notations and reminders which can be deciphered only by the author 
while the matter remains clear in his mind. Shorthand notes or self- 
created abbreviations must not be used. The working papers should be 
in such condition that in case of an emei^ency another auditor could take 
over at any time without repeating portions of the completed work. 

The character, thoroughness, and exactness of the auditor are exhibited 
by the neatness and arrangement of the form of his working papers. 

It is important to use proper language. Simple language best expresses 
the information to be conveyed. The reports which will be prepared from 
our working papers will be submitted to the Congress, many of whose 
members are not bookkeeping technicians. The excessive use of accoimt 
names and mnnbers must be avoided in our working papers. 

The papers must contain rignificant information. To be rignificant it 
must be useful. If the auditor will ask himself, “Is this information neces¬ 
sary to the report; is it necessary to support any item in the report; is it 
necessary in the event of an investigation; will its omission have serious 
consequences?” and can satisfactorily answer these questions, he will soon 
be able to prepare good working papers. 

Meaningless information is a time consiuner. To determine whether 
information is meaningless or not requires xmderstanding of the objectives 
of the audit. There is no substitute for knowing the goal of an audit 
before starting to work on it. 

Information must be based on materiality. That is, matters reported 
on must be of material importance. Care must be exercised to exclude 
inunaterial data, since there is always the possibility of concealing a naa- 
terial fact or a material relationship under a volume of immaterial data. 

Brevity and conciseness should be our mm in the preparation of working 
papers. In general, we should avoid recopying the accounts. There is no 
necesrity of copying volumes of data and placing them in our files when 
such records will always be available to this Division upon request. It is 
only necessary to prepare a brief explanation of the information contained 
in such record together with sufficient identification to enable the Divisi<m 
to make a proper request therefor, should it be deemed necessmy to do so. 
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It is of paramount importance that staff members at all levels become 
experienced in recognizing significant matters. 

Working paper volume must be held to a minimum. If all practices 
discussed in this lecture were followed, that goal would be attained. How¬ 
ever, it is only by repetition of correct procedures and constant awareness 
of the necessity for so doing, that volume can be kept to a minimum. 

The peculiar requirements of each schedule and work sheet to be pre¬ 
pared should be studied at the outset. Many schedules have to be revised 
and ^rewritten because of lack of thought in the original preparation. The 
supervisor or senior should prescribe the forms of individual schedules to 
be prepared, but each accountant should be encouraged to make suggestions 
as to the form of the schedules. 

We must strive to reach an intelligent conception of the cost of the work, 
including preparation of the working papers, and the benefits that the work 
will produce. An important element to be considered is the cost of making 
the working papers reveal the information contained therein. 

5. Fonn and Content of Working Financial Statements 

Working trial balances are to be arranged in the form of financial state¬ 
ments; (1) a working balance sheet, (2) a working income statement, and 
(3) a working surplus statement. This procedure has a decided advantage 
over the conventional trial-balance form in that the auditor has the financial 
statements constantly before him throughout the audit and not, as is fre¬ 
quently the case, only during the last few hectic days of the engagement, 
during which he is attempting to meet a deadline caused by a meeting of a 
board of directors or a tax filing date. 

These statements serves as the indices to and controls over the bulk of 
the files of working papers for the current year. Each major item in the 
working financial statements is supported by a summary of the compo¬ 
nents, and each component is supported in turn by a schedule showing 
significant elements. An illustration of working financial statements, to¬ 
gether with adjusting and reclassifying journal entries, is attached hereto. 

In working paper files properly arranged and indexed it becomes a simple 
matter to locate any significant detail behind an item appearing on the 
financial statements. 

6. Arrangement and Use of Papers during Audit Engagement 

Instructions concerning the arrangement and indexing of working papers 
are set forth in the staff manual. 

Current files contain those papers whose significance and utility relate 
only to the current examination. 
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Penxxanent files contain papers having a continuii^ or recurring ^g. 
nificance or utility and which undoubtedly may be used to advantage in 
subsequent examinations. Preparation of permanent files will be standard¬ 
ized to the greatest extent possible as the Division’s experience in its asdgn- 
ments progresses. It is extremely important to arrange working papers 
into groups or files in order to increase their usefulness and the ease with 
which they will 3 deld the information required of them, especially during the 
audit engagement. 

The financial statements determine the arrangement of the working 
papers. In the moderate-sized engagement there should be at least three 
files, one for assets, another for liabilities and capital, and a third for income 
and expense. A consolidating or general file may be added in the event 
there is a group of companies. It is to be noted that any system may be 
expanded in a logical manner to accommodate volxune. 

Supervisors are responsible for ascertaining that papers are placed in 
formal files with manila covers on the front and back. This device prevents 
papers becoming lost or shabby through wear and tear. 

During an engagement, work may be reduced, within reasonable limits, 
to a small number of units, and a file established for each unit. If such a 
plan is not followed and a large volume of unfiled working papers accumu¬ 
late, the result is confusion and an attitude of frustration. This result is 
more hkely to occur on large audit engagements. 
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Index 


1401 

1402 


Description 

Index 

Income: 

Sales. 

Less—Freight, lighterage out, etc. 

Net sales. 

Cost and Expenses: 

Cost of goods produced and sold. 

Maintenance and repairs of idle sugar mill. 

Contribution towards loss of The Virgin Islands Coopera¬ 
tive. 

Selling expenses. 

General and administrative expenses. 

Total costs and expenses. 

Operating Income (or Loss). 

Add—Subsidies received from: 

Agricultural Adjustment Agency on raw sugar produced.. 
Commodity Credit Corporation on Sugar sold that corpora¬ 
tion. 

Total. 

Less—Amounts paid or payable to growers or in increased 

wages. 

Net subadies received. 

Net income (or loss) before taxes on income. 

Provision for taxes on income. 

Net. Income (or Loss). 


Before adjustments 


Total 

Sugar 

(101) 

$703,839.95 

489,037.95 

35,398.58 

34,254.00 

668,441.37 

454,783.95 

554,704.81 

461,025.18 

24,708.00 

24,708.00 

7,500.00 

— 

20,078.70 

10,748.70 

22,991.40 

15,979.40 

629,982.91 

512,461.28 

38,458.46 

57,477.33 


38,458.46 

57,477.33 

13,882.98 

— 

$ 24,575.48 

57,477.33 


Rum 

Other 

(101) 

(102) 

181,497.39 

33.304.61 

1,144.58 

— 

180,352.81 

33,304.61 

56,358.00 

37,321.63 

_ 

7.500.00 

9,330.00 

— 

5,931.00 

1,081.00 

71,619.00 

45,902.63 

108.733.81 

12 , 538.92 

108,733.81 

12 , 598.92 

13,882.98 

— 

94,850.83 

12 , 598.92 


Note: Boldface italics indicate red figures. 

Instead of columnarizing the above working income statement each of the three sections (such as sugar) could be carried 
on a separate sheet. Where there are numerous programs such treatment is required. 
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THE VIRGIN ISLANDS COMPANY T.D.P- 

Working Income Statement 11/30/45 

For the Year Ending June 30, 1945 

Adjustments 

(Deductions in italics) After adjustments 


Sugar 

Rum 

Other 

Total 

Sugar 

Rum 

Other 




703,839.95 

489,037.95 

181,497.39 

33,304.61 




35,398.58 

34.254.00 

1,144.58 

— 




668,441.37 

454.783.95 

180,352.81 

33,304.61 

/ (5) 11,435.251 
\(202) 32,146.00/ 

(5) 1,187.67 

(5) 1,711.71 

601,185.34 

504,606.43 

57,545.57 

39,033.34 




24,708.00 

24,708.00 

— 

— 




7,500.00 

— 

— 

7,500.00 

(201) 5,493.76 



14,585.00 

5,255.00 

9,330.00 

— 

(201) 5,493.70 



28,485.10 

21,473.10 

5,931.00 

1,081.00 

43,581.25 

1,187.57 

1,711.71 

676.463.44 

556.043.53 

72,806.57 

47,614.34 

43,581.25 

1,187.57 

1,711.71 

8,022.07 

101,258.58 

107,546.24 

14,399.73 

(202) 33,700.00 



33,700.00 

33,700.00 

- 

- 

(202) 44,478.00 



44,478.00 

44,478.00 


— 

78,178.00 



78,178.00 

78,178.00 

— 

— 

(202) 46,032.00 



46,032.00 

46,032.00 

— 

— 

32,146.00 



32,146.00 

32,146.00 

— 

— 

11,435.25 

1,187J57 

IJIUI 

24,123.93 

$9,112.58 

107,546.24 

14,309.73 


7,387J84 


6.495.94 

— 

6,495.94 

- 

11,435.25 

6,199.47 

1J11.71 

17,627.99 

$9,112.58 

101,050.30 

14,399.73 


Total 9M7M 
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AUDI!' WORKING PAPERS 



Note: Boldface italics indicate red figures. 

* Represents all operating losses and earned surplus deficit at June 30, 1943. Adjust¬ 
ment made to charge to relief fund grants according to purpose of grants. Leaves earned 
surplus representing net income for two years ended June 30, 1945. 
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THE VIRGIN ISLANDS COMPANY 
Adjusting Joubnal Entries 
June 30, 1945 


T.D.P. 

11/30/46 


Reserve for purchase of livestock.$ 10,517.20 

Reserve for contingencies. 105,258.55 

Earned surplus. 

To close reserve for contingencies and reserve for purchase 
of livestock into earned surplus. 

( 2 ) 

Earned surplus. 11,491.91 

Reserve for losses. 

To provide reserve for accounts receivable which are over 


one year old and of doubtful collectibility. 


$115,775.75 


11,491.91 


Earned surplus.. 622.80 

Work in process—^livestock project. 

To write off expense connected with the procurement of 
livestock, which amount has been carried on the books as 
an asset out is now considered worthless. 


622.80 


Earned surplus. 

Reserve for depreciation... 

To increase reserve for depreciation to cover possible loss 
on 16 hogs. 

(5) 

Cost of sales—manufacturing expense—^sugar. 

Cost of sales—manufacturing expense—rum. 

Cost of sales—^manufacturing expense—other. 

Undistributed maintenance charges. 

To charge to cost of sales repairs and maintenance charges 
erroneously deferred by the company at June 30, 1945. 


1,301.42 


11,435.25 

1,187.57 

1,711.71 


( 6 ) 

Accounts payable. 

Earned surplus. 

To bring accounts payable control in the general ledger 
into agreement with the company’s actual payables at 
June 30, 1944. 

(7) 

Federal income tax. 

Net income for 1945. 

To adjust accrual of Federal income tax for the fiscal 
year ended June 30, 1945. 

( 8 ) 

Capital surplus—appropriated surplus.. 

Earned surplus... • 

To charge against grants from Federal relief funds the 
amount of accumulated losses prior to June 30, 1943, 
which had originally been charged to earned surplus. 


27,998.49 


7,387.04 


320,318.74 


1,301.42 


14,334.53 


27.998.49 


7,387.04 


320,318.74 
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THE VIRGIN ISLANDS COMPANY 
Reclassification Journal Entries 
June 30, 1945 

( 101 ) 

Disbursing officers’ cash. $ 1,294.67 

Accounts receivable. 

To reclassify amount of Rural Electric Division cash 
owed to the General Operations Division and carried on 
the latter’s books as an account receivable. 


( 102 ) 

Accounts payable. 

Accounts receivable. 

To offset amount carried as accounts payable in connec¬ 
tion with Federal Project 16 (Public Works Administra¬ 
tion) against accounts receivable which applies to same 
project. 

(103) 

Molasses. 

Inventory—^materials and supplies, Central Plant. 

To remove inventory of 175,931 gal. of molasses from 
Central Plant store’s inventory account and to set it up 
in a separate account. 175,931 gal. @ $0.19787 per gal. 

. 

Machinery and equipment. 

Work in process—St. Thomas market. 

To reclassify cost of additions in connection with St. 
Thomas market, removing it from the work-in-process 
category and including it with fixed assets. 

(105) 

Accounts payable.. 

Accrued salaries and wages... 

To reclassify salaries accrued which had been shown by 
the company as accounts payable. 


( 201 ) 

General and administrative expenses. 

Selling expenses. 

To reclassify loss in handling sugar from selling to general 
and administrative expense. 

( 202 ) 

Cost of goods produced and sold. 

Direct labor. 

Subsidy from Agricultural Adjustment Agency. 

Subsidy from Commodity Credit Corporation. 

To segregate subsidies received from Agricultural Adjust¬ 
ment Agency and Commodity Credit Corporation on raw 
sugar produced and sold from cost of production. 


45,622.37 


34,811.46 


2,953.44 


7,624.55 


5,493.70 


32,146.00 

46,032.00 


T.D.P. 

11/30/45 

% 1,294.67 

45,622.37 

34,811.46 

2,953.44 

7,624.55 

5,493.70 

33,700.00 

44,478.00 
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Acceptances receivable, schedule of, 231 
Accountants, independence of, 3, 15 
work performed by, 2, 3 
Accountants’ certificate {see Auditor, cer¬ 
tificate of) 

Accountants* Index, The, 114 
Accounting, constructive, 2 
Accounting manual, in questionnaire on 
internal control, 27 

Accounts payable, to affiliated companies, 
126 

classification of, 125 
confirmation of, 123 
consolidated report schedule on, 281 
questionnaire on internal control of, 
24 

schedule of, 207 
summaries of, 353, 354 
verification of, 123-134 
when voucher system is not used, 125 
Accounts receivable, from affiliated com¬ 
panies, treatment of on balance sheet, 
49 

client’s written representation on, 47 
confirmation of, 43, 50-61, 67-71 
forms and working papers for, 53, 
69-71, 233, 234 
government accounts, 57 
merchandise accounts, 56 
negative, 52, 54 
at other than audit date, 52 
positive and negative methods of, 59 
public utility accounts, 54 
recommendation for direct communi¬ 
cation in, 51 
schedule of, 232 
stock brokerage houses, 60 
consolidated report schedule on, 273 
disclosure in audit report when pro¬ 
cedures not taken, for, 51 
from officers and directors, segregation 
of, 46, 48 

specimen schedule of, for Form 10-K, 
312 


Accoimts receivable, from officers and di¬ 
rectors, treatment of on balance 
sheet, 48 

consolidated report schedule on, 276 
preparation of summary, 45 
questionnaire on internal control of, 21 
schedules of, 179, 228, 229 
summaries of, 339, 340 
verification of, 43-^1, 67-71 
Accrued interest payable, consolidated re¬ 
port schedule on, 283 
schedule of, 212 
verification of, 135 
Accrued interest receivable, 49 
Accrued liabilities, consolidated report 
schedule on, 282, 283 
summary of, 355 
verification of, 135, 136 
Accrued taxes, consolidated report schedule 
on, 282, 283, 284 
schedule of, 211 
summary of, 355 
verification of, 135 

Adjustments, consolidated, summaries of, 
39, 33fi-337 

not taken up by client, 149 
to trial balance, 36, 37 
Administrative expenses, consolidated re¬ 
port schedule on, 291 
on profit and loss statement, 155 
verification of, 157 
Advances, as liabilities, 126 
payroll, schedule of, 182 
Affiliated companies, accounts receivable, 
verification of, 49 

balances with, schedules of, 181, 225 
for Form 10-K, specimen form, 312 
classifications of accounts of, 235-237, 
324-333 

liabilities to, 126 

machinery transactions with, schedule 
of, 201 

notes payable to, 138 
notes receivable of, 62, 63 
securities of, definition, 104 
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Affiliated companies, summaries, 340, 354 
{See also Subsidiary companies) 
Agglomerative method, in consolidation of 
accounts, 368 

Air-conditioning company, classification of 
accounts for, 23^240 
statements of, 241, 242 
Allowances to customers, 156 
American Builder and Building Age^ 77 
American Institute of Accountants, on 
ownership of working papers, 384 
standard bank confirmation, 64, 137, 
174, 175 

(See also Committee on Auditing Pro¬ 
cedure) 

American Lumhermanj 77 
American Machinist^ 77 
American Mutual Alliance, 139 
AnncUistj The, 77 
Assets, fixed, 111-119 

(See also Property, plant and equip¬ 
ment) 

intangible, 119 
Audit, beginning the, 385 
detailed, 8-18 

of government corporations by the U.S. 

General Accounting Office, 469-492 
internal (see Internal audit) 
notes, example of, 392 
report on, 255-296, 471 
scope of, 2, 9, 263 

summary of work and internal check, 
17, 28-35, 390 
types of, 2, 3, 475 

Audit procedures. Committee on (see 
Committee on Auditing Procedure) 
extension of, effects on audit program, 
391 

memorandums, prepared by the Cor¬ 
poration Audits Division of the 
U.S. General Accounting Office, 469- 
492 

new, for accounts receivable verifica¬ 
tion, 43 

for inventory verification, 72 
required to protect interest of govern¬ 
ment, 12 

standardization in, 394 
Audit pro^am, 8, 386, 390, 476 
Auditing analytical, 2 


Auditor, assistant, responsibility for work¬ 
ing papers, 385 
certificate of, 117, 268, 297 
independent and internal, 9, 13-18, 470 
summary of work performed by, 17, 
28-35 

nature and extent of work of, 8-18 
not responsible for value of property, 117 
records of, 383 

reliance of, on system of internal con¬ 
trol, 8-18 
report of, 255-296 

responsibility for detailed check, 18 
responsibility for physical tests of in¬ 
ventories, 80, 86, 89 
responsibility for surplus accoimt, 151 
responsibility for violation of wartime 
regulations, 131-134 
Authorizations, verification of, 389 

B 

Bad debts, reserves for, adequacy of, 46 
schedules of, 180, 230 
summary of, 341 
verification of, 46-48 

Balance sheet, classifications supporting 
(see Classifications of Accounts) 
composition of consolidated, for report, 
292, 293 

consolidated, comparative, for report, 
269 

for stockholders, 265 
eliminations, summaries of, 335, 336 
for estate (comparative), 251 
Form 10-K, 299, 302, 305 
for partnership, 248 
for service corporation, 241 
Balances with affiliated companies, sched¬ 
ule of, 225 

Bank balances, reconciliation of, 64, 65, 
169, 386 

verification of, 64-66 
Bank confirmation, 64,137,174,175 
(See also Certificate, bank) 

Bank deposits, 66 

Bank statements, summary schedule of, 
172 

Bond Indenture, sinking-fund require¬ 
ments, schedule of, 214 
verification of, 145,146 
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Bond redemption agreements, 105 
Bonds, canceled, 145, 146 
certificate of outstanding, 145, 215 
discount on, 119, 121 
examination of, 145-147 
interest on, 135, 145 
purchase premium, schedule of, 178 
real estate, 139 

treasury, balance sheet treatment, 146, 
147 

verification of, 145-147 
(See also Funded debt) 

Books, kept by corporations, 4 
relationship to audit working papers, 
319-321 

relationship to reports and statements, 
4-7 

Books of record, personal, advantages 
gained from proper books, 405 
considerations in planning, 406 
as income tax records, 404 
installation of, 414 
accounts required, 415 
determination of assets and liabili¬ 
ties, 410 

legal requirements, 406 
personal accounting system, 409 
problems illustrating use of, 434-438 
report, annual, drawn from books, 444 
statistics other than income tax, 407, 
408 

unusual types of, 420 
Branch office accounts, 45, 65 
control over, in questionnaire on in¬ 
ternal control, 27 
Brick and Clay Record^ 77 
Broad, Samuel J., on independence of ac¬ 
countants, 3 

Brokers’ advices, 109, 145, 147 
Budgets, 152, 472 

Buildings (see Property, plant and equip¬ 
ment) 

C 

Capital, stated on balance sheet, 144, 145 
Capital account, personal, 415, 416 
Capital additions, 111-119 
Capital assets, 112 

(See also Property, plant and equip¬ 
ment) 
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Capital expenditures, questionnaire on in¬ 
ternal control of, 23 
Capital gain and loss, 440 
specimen schedule of, 463 
Capital stock, confirmations on, 143, 216 
consolidated report schedule on, 286 
dividends on, 125, 145, 150 
donated, 151, 152 
owned stock oi subsidiaries, 106 
questionnaire on internal control of, 24 
reacquired (see treasury) 
schedule of, 215 
treasury, 110, 144, 145 
verification of, 142-145 
Capital stock tax (see Taxes, capital 
stock) 

Capital surplus (see Surplus) 

Cash, consolidated report schedule on, 271 
petty, schedule of, 176 
questionnaire on internal control of, 
18-21 

reconciliation, 64, 65, 169 
schedules of, 169-176, 223 
transaction summary, required by Se¬ 
curities and Exchange Commission, 
40 

verification of, 63-66 

Cash disbursements, questionnaire on in¬ 
ternal control of, 20 
smnmary of, 171 

Cash discounts, reserve for, schedule of, 
230 

verification of, 48 

Cash receipts, questionnaire on internal 
control of, 19 
summary of, 170 
Cashbook, personal, 421-424 
Certificates, auditors’, 117, 268, 297 
bank, 64, 65 

(See also Bank confirmation) 
of capital stock, 143 

(See also Capital stock, confirma¬ 
tions on) 
cremation, 146 

of inventories, 91-95, 186, 193 
of liabilities, 126-128, 139 
from mutual insurance companies, 119, 
139 

for notes payable, 136, 137 
out for transfer, 109 
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Certificates, of outstanding funded debt, 
146, 215 

qualification in, due to lack of internal 
control, 16 

Changes in financial condition, statement 
as included in report, 261 
Chart, of books and records of consolidated 
enterprise, 319 
of subsidiaries, 318 
Checkbook, personal, 433 
Checks, examination of, 64, 65 
Claims as liabilities, 126, 136, 139 
Classification of accounts, as basis of re¬ 
ports and statements, 36-42 
consolidated, 371-373, 375, 378 
for inclusion in consolidated accounts, 
affiliated companies, 236, 237, 324- 
333, 380-382 

parent company, 163, 167, 377, 379 
of estate, 250 

to support consolidated statements, 322, 
323, 375, 378 

to support income tax return, 168 
to support individual company state¬ 
ments, 164, 236-240, 243, 244, 246, 
247 

Classified trial balance, statements from, 
6, 36-42 

Client, adjustments not taken up by, 149 
employees of (see Employees, client's) 
organization of, in questionnaire on in¬ 
ternal control, 27 

ownership of statements, 3, 383, 384 
schedules prepared by, use of, 14 
taking of physical inventories by, 85,90, 
101-103 

Client's written representations, on ac¬ 
counts receivable, 47 
on inventories, 73, 75, 89, 91, 96 
on liabilities, 126-128 
on property, plant, and equipment, 116 
on reserve for depreciation, 116 
Coal Age, 77 
Collateral, on loans, 62 
pledged for notes, 136, 137 
Commercial and Financial Chronide, 76,77 
Commercial-type auditing, 475 
Commissions, accrued, 136 
paid, schedule of, 221 
Coxnmitmesits, in inventories, 75, 79, 94 


Committee on Auditing Procedure, State¬ 
ments of. No. 1, Extensions of Au¬ 
diting Procedure, 9, 43, 51, 72, 81 

No. 2, The Auditor's Opinion on the 
Basis of a Restricted Examination, 
11 

No. 3, Inventories and Receivables of 
Department Stores, Instalment 
Houses, Chain Stores, and Other 
Retailers, 51, 95 

No. 4, Clients' Written Representa¬ 
tions Regarding Inventories, Liabil¬ 
ities and Other Matters, 47,91,116, 
126 

No. 6, The Revised S.E.C. Rule on 
'^Accountants' Certificates" (con¬ 
tinued), 11 

No. 7, Contingent Liability under 
Policies with Mutual Insurance 
Companies, 139 

No. 8, Interim Financial Statements 
and the Auditor's Report Thereon, 
52,84 

No. 10, Auditing Under Wartime 
Conditions, 11, 53, 84 

No. 14, Confirmation of Public Utility 
Accounts Receivable, 54 

No. 15, Disclosure of the Effect of 
Wartime Uncertainties on Financial 
Statements, 128 

No. 16, Case Studies on Inventories, 
96 

No. 17, Physical Inventories in War¬ 
time, 84 

No. 18, Confirmation of Receivables 
from the Government, 57 

No. 19, Confirmation of Receivables 
(Positive and Negative Methods), 
59 

No. 20, Termination of Fixed-Price 
Supply Contracts—^Examination of 
Contractors' Statements of Pro¬ 
posed Settlements, 12 

No. 21, Wartime Government Reg¬ 
ulations, 131 

Commodity Credit Corporation, 470 

Comparative balance sheet (see Balance 
sheet) 

Comparative income account {see Income 
account) 
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Comparative surplus account (see Surplus 
account) 

Compensation insurance (see Insurance, 
liability and compensation) 

Confidential nature of working papers, 
383,384 

Confirmation, of accounts payable, 123 
of accounts receivable, 50-61, 67-71 
forms for, 69-71, 232, 233, 234 
bank, 64, 65, 137, 174, 175 
of capital stock, 143, 216 
of collateral pledged for notes, 136, 
137 

of funded debt, 215 
of notes payable, 136, 137 
of securities, 107-109 
Consigned goods, 48, 75, 125 
Consolidated accounts (see Classification 
of accounts, for inclusion in) 
Consolidated adjustments, summaries of, 
39, 335-337 

Consolidated balance sheet (see Balance 
sheet, consolidated) 

Consolidated classification of accounts, 
371-373, 375, 378 
(See also Classification of accounts) 
Consolidated income account (see Income 
account, consolidated) 

Consolidated profit and loss statements 
(see Statements, consolidated profit and 
loss; Income account, consolidated) 
Consolidated reports, 252-366 
Consolidated summaries, 334-366 
Consolidated surplus account (see Surplus 
account, consolidated) 

Consolidated working papers, 252-366 
Consolidation, financial books and records, 
319-321 

methods in preparing accounts, 367-373 
Construction, account, schedule of, 200 
contracts, 113 
work in progress, 118 
Contingencies, reserves for, verification of, 
152-154 

Contingent liabilities, 13S-141 
client’s written representation oh, 126- 
128 

under policies with mutual insurance 
companies, 139 
types of, 127, 138 


Contracts, construction, 113 
inventories, 79 

renegotiation of wartime contracts, 128 
disclosure in auditor’s report, 130,132 
other wartime uncertainties, treat¬ 
ment in statements, 128-134 
wartime regulations under considera¬ 
tion, 131 

uncompleted, 79, 138 
Corporation Audits Division of U.S. Gen¬ 
eral Accounting Office, auditing pro¬ 
cedures, memorandums, 469-492 
Corporations, government (see Govern¬ 
ment corporations) 

Cost of sales, consolidated report schedule 
on, 288 

examination of, 156 
raw materials used, schedule of, 219 
summaries of, 361, 366 
Coupons, on bonds, 108,109 
uncollected, matured, 49 
Court decision on ownership of working 
papers, 383 

Credits to customers, examination of, 46 
for returned merchandise, 156 
Cremation certificate, 146 
Cumulative dividends (see Dividends) 
Current account with affiliate, schedule of, 
181 

Current file papers, 389 
Current investments (see Investments) 
Current liabilities (see Liabilities) 
Customers’ accounts (see Accounts re¬ 
ceivable) 

Customers’ allowances, 48, 156 
D 

Damages, claims for, 126,136,139 
Debentures, consolidated report schedule 
on, 285 

discount and expense on, schedule of, 
214 

profit or loss on retirement, schedule of, 
214 

schedule of^ 214 
Debt, funded (see Bonds) 

Defalcations, 147 
Deferred charges, 119-122 
Deferred expenses, 121 
Depletion of natural resource, 114 
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Deposits as security, 49 
Depreciation, adequacy of provision, 114, 
116, 156 

of assets acquired by issuance of capital 
stock, schedule of, 205 
of buildings, machinery, and equipment, 
111-119 

consolidated report schedule on, 280 
reserve for 

client^s written representation on, 
116 

consolidated report schedule on, 280 
schedules of, 204, 205, 226, 227 
specimen schedule of, for Form 10-K, 
313 

summary of, 353 
verification, 111-119, 152, 153 
Detailed audit, 8-18 

Development expenses as deferred charges, 
119, 121 

Directors, accounts receivable from, con¬ 
solidated report schedule on, 276 
specimen schedule of, for Form 10-K, 
312 

treatment of on balance sheet, 48 
Discount, bond, 119, 121 
cash, reserve for, 
schedule of, 230 
verification of, 48 
on debentures, schedule of, 214 
on notes payable, 137 
on sales, 156 

Distribution of estate, statement of, 251 
Dividends, as current liabilities, 125, 145 
declared or paid 
schedule of, 217 
verification of, 150 
on outstanding stock, in arrears, 145 
received, consolidated report schedule 
on, 290 

received, summary of, 362 
recording of, 109 

specimen schedule of income from, for 
Form 10-K, 317 
stock, 150 

on treasury stock, 157 
unclaimed, schedule of, 209 
Donated stock (see Capital stock) 
Doubtful accounts, reserve for (see Bad 
debts, reserve for) 


Dq^s to clubs and associations as prepaid 
expense, 121 

Dun and BradstreeVs Monthly Review^ 77 
E 

Earned surplus (see Surplus, earned) 
Employees, client^s, accounts receivable 
of, 45, 46, 48, 49, 64 
audit work done by, 12-16 
loans to, 49, 64 
notes payable to, 138 
questionnaire on internal control, 27 
responsibility for physical inventories, 
101-103 

stock purchased for resale to, 145 
Engineering and Mining Journal, 77 
Equipment (see Property, plant and equip¬ 
ment) 

Estate accounts, report on, 251 
working papers for, 250 
Excess-profits tax (see Taxes, excess- 
profits) 

Expense, administrative, 155, 157 
on debentures, schedule of, 214 
deferred, 119-122 

development and organization, 119, 121 
general, consolidated report schedules 
on, 260,291 
schedule of, 222 

manufacturing, consolidated report 
schedule on, 289 
schedule of, 220 
summary of, 361 

(See also Cost of sales) 
prepaid, consolidated report schedule 
on, 277 

schedule of, 195 
summary of, 344 
verification, 119-122 
on profit and loss statement, 154, 155 
questionnaire on internal control of,. 25 
selling, consolidated report schedules 
on, 260, 291 

to be omitted from inventory cost, 78 
verification of, 156, 157 

. F 

Federal income tax (see Income tax) 
Federal old-age benefits tax (see Taxes) 
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Federal unemplojrment insurance tax {se^ 
Taxes) 

Filing of working papers, 388-390,394-403 
Financial books {see Books) 

Financial condition, changes in, consoli¬ 
dated report on, 261 
Financial statements 
omitted from Form 10-K, list of, 298 
submitted with Form 10-K, 299-317 
(See also Statements) 

Finished goods (see Inventories) 

Fire insurance (see Insurance, fire) 

First audit, 116-118, 143, 148, 367, 385, 
389 

Fixed assets, 111-119 

(See also Property, plant and equip¬ 
ment) 

Form 10-K, example of report, 297-317 
Forms for confirmation of accounts re¬ 
ceivable, 69-71, 232, 233, 234 
Fortunej 91 
Franchises, 119 

Freight and cartage, 78, 121, 156 
Function of working papers, 1-7, 384 
Functions of client’s employees, in ques¬ 
tionnaire on internal control, 27 
Fund investments, verification of, 105 
Funded debt, audit of, 145-147 
confirmation of, 215 
interest on, 157 
schedule of, 214 

for Form 10-K, specimen form, 314 
(See also Bonds) 

Furniture and fixtures (see Property, 
plant and equipment) 

G 

General Accounting Office—Audit of 
government corporations. Congress, 
as third party, 472 
under the George Act, 470-472 
under the Government Corporation 
Control Act, 472-474 
independence of, 476 
responsibility for detection of fraud, 475 
scope of audit by, 476, 477, 481 
working papers for, 478-484 
examples of, 485-492 

General expense, consolidated report 
schedules on, 2^, 291 


General expense, schedule of, 222 
George Act, 470 

Goods in process (see Inventories) 

Goods on consignment, 48, 75,125 
Good will, 119, 153 

Government accounts receivable, con¬ 
firmation of, 57 

Government agencies, contracts with, 
128-134 

Government Corporation Control Act, 472 
Government corporations, annual budget 
programs of, 472 
audit of, 469-492 
need for audit control of, 469 
Gross profit, 155, 156 
Gross profit test, 79 
Gross returns from sales, 155 

H 

Horizontal method, in consolidation of 
accounts, 367, 368 
in preparation of statements, 37 
Hypothecation, of accounts receivable, 49 
of current assets, 138 
of securities, 105, 110 
of stock in inventories, 80 

I 

Imprest system, 64 

Income, from dividends, recording of, 109 
specimen schedule of, for Form 10-K, 
317 

miscellaneous, consolidated report 
schedule on, 290 
schedule of, 221 
summary of, 363 
on profit and loss statement, 154 
other than from sales, 157 
Income account, classifications supporting 
(see Classifications of accounts) 
composition of consolidated, for report, 
294 

consolidated, comparative, for report, 
270 

for stockholders, 266 
eliminations, summaries of, 337 
Form 10-K, 307, 309 
for partnership, 249 
for service corporation, 242 
(See also Profit and loss) 
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Income analysis, personal, as income tax 
record, 424-426 
specimen pages from, 455,457 
specimen summary, 453 
Income tax, classification of accounts, 
168 

on profit and loss statement, 155-157 
personal 

accounting procedure, 404-465 
books and records, 404-465 
declaration procedure, 438 
specimen work sheet, 461 
use of work sheet, 439 
reserve for, schedule of, 213 
{See also Taxes) 

Income tax classification, personal, speci¬ 
men form, 465 
use of, 442 

Income tax returns of individuals, ex¬ 
amination of, 448 
preparation, 440-448 
working papers for, 6, 404r-465 
Independence of accountants, 3,15 
Independent auditors (see Auditors) 
Indexing of working papers, 397-403 
Individual company, working papers for, 
159-251 

Individuals, working papers for income tax 
returns of, 6, 404-465 
Indorsements and guaranties by officers, 
138 

Infringement of patents, 126 
Ink, use of, 387 
Instalments, capital stock, 144 
construction work, liability for, 113 
mortgage, as current liabilities, 146 
Institute of Internal Auditors, publications 
of, 13 

Insurance, fire, 119, 120 
liability and compensation, 105,119,120 
life policies, 109 

mutual policies, as contingent liability, 
139 

as proper charge to inventory cost, 78 
unexpired, schedule of, 194 
verification of, 119-121 
Intangible assets, 119 
Intercompany profits, 151, 156 
in inventory, summary of, 343 
Interdepartmental profits, 156 


Interest, as accrued liability, 135 
on funded debt, 157 
not to be included in inventory cost, 78 
on notes payable, 136, 157 
on outstanding bonds, 145 
payable, accrued, consolidated report 
schedule on, 283 
schedule of, 212 
prepaid, 119-121 
receivable, accrued, 49 
receivable, recording of, 109 
received, consolidated report schedule 
on, 290 

received, summary of, 362 
Internal audit, examination into system 
of, 8-35 

function of, 11, 12 
of government corporations, 470 
questionnaire, 17, 18-27 
reliance on system of, 8-18 
staff, record of work performed by, 
28-35 

summary of, 17, 28-35, 390 
working papers covering, 16-35 
Internal auditor (see Internal audit) 
Internal check, attitude of Securities and 
Exchange Commission on, 11, 13 
defined, 8 

lack of, cause for qualification in certif¬ 
icates, 16 

questionnaire on system, 17, 18-27 
reliance on system of, 8-18 
summary of, 17, 28-35 
system of, time for review of, 11 
working papers covering, 16-35 
Internal reports, in questionnaire on in¬ 
ternal control, 27 
Inventories, adjustments of, 93 
all procedures other than physical tests 
of, 73-80 

auditors^ responsibility for, 73,80-89,96 
“book” versus “physical,” 89 
certificates of, 91-95,186,193 
in chain stores, 99 

in chemical or metallurgical plants, 89 
client’s responsibility for physical tests 
of, 85, 90, 101-103 

client’s written representation on, 73, 
75, 89, 91, 96 

commitments in, 75, 79, 94 
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Inventories^ consolidated report schedules 
on, 274, 275 
contracts in, 79 

in department stores and other re¬ 
tailers, 95,100, 101 

disclosure in audit report when pro¬ 
cedures not taken, for, 82 
divisions of, 73, 74 
errors in, 74 

of finished goods, schedule of, 183 
of goods in process, schedule of, 184 
gross profit test, 79 
hypothecation of stocks, 80 
importance of, 80 

intercompany profit in, summary of, 343 
interim physical tests made of, 84 
market quotations, 76-78 
of merchandise shipped but not billed, 
schedule of, 76 
methods of valuation of, 73 
nature of physical tests of, 89 
of packaged materials stacked in solid 
formation, 98 
in public warehouses, 83 
perpetual, 83, 87, 93 
. physical tests of, 80-91,187-191 
observations, schedule of, 188 
questionnaire for evaluation of physi¬ 
cal inventory procedure, 189-191 
pricing of, 73, 76-78, 94 
questionnaire on internal control of, 
22 

of raw materials, schedule of, 185 
segregation of, 74, 78, 86, 92 
stored in piles, 97 
summaries of, 342-344 
title and ownership of, 93 
valuation of, 73 
verification of, 72-103 
in wartime, physical tests of, 84 
write-downs, 156 
Investigations, of accounts, 2 
of working papers, 1 

Investments, consolidated report schedule 
on, 278 

in subsidiaries, average, schedule of, 
296 

schedule of, 196 
summaries of, 357, 358 
verification of, 104-106, 109 


Investments, marketable, schedules of, 
177, 197, 223, 224 
other, 104-106 

consolidated report schedule on, 278 
schedules of, 197, 223 
permanent, 104, 105, 109 
return on, report on, 262 
(See also Securities) 

Ipswich Mills V, Dilknij 383 
Iron Age, 77 

J 

Journal, examination of, 165 
personal, 421 

Journal of Accountancy, 368, 383 
Judgments, as contingent liabilities, 138 
interest on, 135 

L 

Land, for plant sites, consolidated report 
schedule on, 278 
schedules of, 198, 226 

(See also Property, plant and equip¬ 
ment) 

‘‘Lead^' schedules, 222, 223, 225, 226 
Leases, analysis of, 113, 114 
Ledger accounts, analysis of, 165 
Ledger, personal, 415 
Ledger posting method in consolidation of 
accounts, 367, 368 

Ledger security account, personal, speci¬ 
men form, 451 
use of, 417 

Legal claims, as liabilities, 126,139 
Legal expenses, as accrued liability, 136 
Liabilities, accrued, 135, 136 
certificate of, 126-128, 139 
client^s and counseFs written repre¬ 
sentation on, 126-128 
contingent, verification of, 138-141 
current, verification of, 123-138 
mortgages as, 139, 146 
questionnaire on internal control of, 24 
real estate bonds and mortgages as, 139 
verification of, 123-141 
wartime contracts as, 128-134 
Liability insurance (see Insurance, lia¬ 
bility) 

Liens, 116, 146 

Life insurance policies, value of, 109 
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Loans, collateral on, 62 
to officers and employees, 49,64 
Losses, on securities, 157 
Lots, acreage, etc. (sec Land) 

M 

Machinery, transactions with affiliated 
companies, schedule of, 201 
(See also Property, plant and equip¬ 
ment) 

Manufactured products (see Inventories) 
Manufacturing expense, consolidated re¬ 
port schedule on, 289 
schedule of, 220 
summary of, 361 

Market quotations, on inventories, 76-78 
on securities, 109 

Marketable securities, consolidated report 
schedules on, 271, 272 
definition of, 104 
schedules of, 177, 197, 223, 224 
summary of, 338 

Massachusetts court decision, 383 
Material, stored in piles, 97 
for use in construction, 118 
used, consolidated report schedule on, 
289 

(^ee also Inventories) 

Mechanical methods in consolidation of 
accounts, 367-373 

Mercantile company, working papers for, 
243-247 

statements for, 248, 249 
Merchandise, in transit, 76 
returned, 156 

(See also Inventories) 

Metal and Mineral Markets^ 77 
Metals (see Inventories) 

Methods in consolidation of accounts, 367- 
373 

Minority interest, consolidated report 
schedule on, 285 
summary of, 356 
Minutes of meetings, 150, 218 
Miscellaneous income, consolidated re¬ 
port schedule on, 290 
schedule of, 221 
sununary of, 363 

Mortgages, examination and confirma¬ 
tion, 109 


Mortgages, instalments, balance sheet 
treatment, 146 
liability for, 139, 146 
Motor Age, 77 

Mutual insurance companies, contingent 
liability under policies with, 139 

N 

National Petroleum News, 77 
National Provisioner, 77 
Net profit on sales, 157 
New York Journal of Commerce, 76, 77 
No-par-value stock (see Capital stock) 
Notes to balance sheet, examples of, 267, 
300, 301, 303, 304, 306 
Notes to consolidated profit and loss 
statement, examples of, 308, 310 
Notes on observation of physical inven¬ 
tory, 187, 392 

Notes payable, collateral pledged for, 136, 
138 

confirmation of, 136, 137 
consolidated report schedule on, 281 
questionnaire on internal control of, 24 
schedule of, 206 
verification of, 136-138 
Notes receivable, consolidated report 
schedule on, 273 

questionnaire on internal control of, 21 
schedule of, 231 
verification of, 61-63 

(See also Accounts receivable) 

O 

Observations of physical inventory, sched¬ 
ule of, 188 

Officers, accounts receivable from, 48 
specimen schedule of, for Form 10-K, 
312 

election of, by directors, 218 
loans to, 49 
notes payable to, 138 
Oil and Gas Journal, 77 
Oil, Paint and Drug Reporter, 77 
Options, stock, 143 

Order of preparation of audit papers, 162 
(See also Indexing of working papers) 
Organization of corporation, in question¬ 
naire on internal control, 27 
report schedule of, 296 
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Organization expenses, as deferred charges, 
119 

Out-of-town assignments, 386 
Overhead, distribution of, to inventory 
cost, 78 

examination of charges, capitalized, 113 
on profit and loss statement, 154 
Ownership, of statements by client, 3 
of working papers, 383, 384 

P 

Paper, kinds of, 386, 387 
Paper Trade Journal^ 77 
Papers (see Working papers) 

Patents, 119, 153 

consolidated report schedule on, 280 
schedule of, 206 

Payables (see Accounts payable) 

Payroll, advances, schedule of, 182 
cash accoimt, reconciliation,, schedule 
of, 173 

distribution of, 113 
schedule of, 210 

questionnaire on internal control of, 26 
test of, for profit and loss, 155 
Pencil, use of, 387 
Permanent file papers, 389 
Personal accounting system, 409 

(See also Books of record, personal) 
Petty cash, questionnaire on internal con¬ 
trol of, 18 
schedule of, 176 

Physical tests of inventories, 80-91, 187- 
191 

Plant (see Property, plant and equipment) 
Positive and negative methods of con¬ 
firmation of accounts receivable, 59 
Power, 77 

Preferred stock (see Capital stock) 

Prepaid expenses, consolidated report 
schedule on, 277 
as deferred charges, 119 
schedule of, 195 
summary of, 344 
verification of, 119-122 
Prepaid interest, 119-121 
Preservation of working papers, 385 
Pricing of inventories, 73, 76-78, 94 
Pricing of securities, 109 
Procedures (see Audit procedures) 


Production cost, 155 
Profit and loss, analysis of, 152,154-168 
other charges to, 157 
specimen schedule of supplementary in¬ 
formation, Form 10-K, 316 
statements (see Income account) 

Profits, elimination from inventories, 78 
gross, 79, 155,156 
intercompany, 151, 156 

in inventory, summary of, 343 
interdepartmental, 156 
net, on sales, 157 
unrealized, 151, 153 
Program of audit (see Audit program) 
Proof of journal entries, schedule of, 172, 
245 

Property, plant and equipment, analysis 
of, 117 

authorizations for expenditures, 112, 
113 

client^s written representation on, 116, 
127 

consolidated report schedules on, 278- 
280 

plant expansion reserve, 153 
questionnaire on internal control of, 
23 

sales, dismantlements and abandon¬ 
ments of, 116 

schedules of, 198-203, 226, 227 
for Form 10-K, specimen form, 312 
summary of, 352 
verification of, 111-119 
Protested notes receivable (see Notes re¬ 
ceivable) 

Public utility accounts receivable, con¬ 
firmation of, 54 

Purchases, questionnaire on internal con¬ 
trol of, 25 

Q 

Qualifications in certificates, 16 
Questionnaire for evaluation of internal 
control, 17, 18-27 

Questionnaire for evaluation of physical 
inventory procedure, 189-191 

R 

Railway company, classification of ac¬ 
counts for, 236, 237 
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Raw materials (see Inventories) 
Reacquired stock {see Capital stock, 
treasury) 

Real estate, bonds and mortgages, 139 
sold, abandoned, or destroyed by fire. 
115 

title deeds, 113, 116 
verification of, 113 
{See also Land) 

Receivables {see Accounts receivable) 
Reconciliation, of bank balances, 64, 65, 
169, 386 

of cash, schedule of, 169 
Records {see Books) 

Redemption funds {see Sinking fund) 
Relation of books and records to audit 
working papers, and to reports and 
statements, 4r-7, 319-321 
Relatives, employment of, in question¬ 
naire on internal control, 27 
Renegotiation of wartime contracts, 128- 
134 

disclosure in auditor's report, 130 
Repairs and replacements, 118 
schedule of, 220 
summary of, 361 
Reports, audit, 255-296, 471 
consolidated, 252-317 
internal, in questionnaire on internal 
control, 27 

to management, on sources and dis¬ 
position of funds, 40, 261 
preparation from consolidated working 
papers, 319-321 

relation of books and working papers to, 
4-7, 319-321 

to Securities and Exchange Commission, 
297-317 

to stockholders, 265-268 
Representations, client's {see Client's 
written representations) 

Reserves, analysis of, 152-154 
for bad debts, adequacy of, 46 
schedules of, 180, 230 
summary of, 341 
verification of, 46-48 
for cash discounts, schedule of, 230 
for contingencies, 152-154 
for depreciation, client's written repre¬ 
sentation on, 116 


Reserves, for depreciation, consistency of 
116 

consolidated report schedule on, 280 
schedules of, 204, 205, 226, 227 
specimen schedule of, for Form 10-K, 
313 

summary of, 353 
verification, 111-119, 152, 153 
for federal income tax, schedule of, 213 
for reconversion, postwar contingencies, 
war losses, etc., 154 

specimen schedule of, for Form 10-K, 
315 

types of, 152-154 
valuation, 152, 153 

Responsibility of auditor {see Auditor, re¬ 
sponsibility of) 

Revenue Act of 1942, 129 

Retail accounts receivable, 50 

Retail Prices of Fuel and Retail Prices of 
Food, 77 

Review of working papers, by third parties, 
1 

Rights, stock, 143 

Royalties, as deferred charges, 119 

S 

Safeguarding credits to customers for re¬ 
turned merchandise, 156 

Safeguarding working papers, 388 

Salaries, as accrued liabilities, 135 
payable, consolidated report schedule 
on, 282 

schedule on, 209 

questionnaire on internal control of, 26 
schedule of, 221 

Sales, consolidated report schedule on, 288 
cost of {see Cost of sales) 
discount on, 156 
gross, 154, 156 
net, schedule of, 219 
net profit on, 157 
net returns from, 154, 155 
on profit and loss statement, 154-157 
questionnaire on internal control of, 24 
summary of, 359 

Salesmen's commissions {see Commis¬ 
sions) 

Schedules, of book accounts, 169-234 
information in, 385 
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Schedules, “lead,” 222, 223, 225, 226 
omitted from Form 10-K, list of, 298 
prepared by client, use of, 14 
and statements submitted with Form 
10-K, specimen forms of, 299-317 
superscribing, 387, 388 
types of, 6 

for verification work, 6 
Scope of independent auditor's examina¬ 
tion, 8-18 

Securities, of affiliates, definition of, 104 
confirmation of, 107-109 
depreciation of, reserve for, 153 
market quotations on, 109, 110 
marketable, consolidated report sched¬ 
ules on, 271, 272 
schedules of, 177, 223, 224 
summary of, 338 

questionnaire on internal control of, 23 
SEC classification of, 104 
SEC method of valuation, 109 
sold, losses on, in profit and loss state¬ 
ment, 157 

of subsidiary companies, schedule of 
investment in, 196 
s ummar y of count of, 345 
valuation of, 109 
verification of, 104-110 
Securities and Exchange Commission, ad¬ 
ditions and charges to reserve ac¬ 
count, 154 

annual report to, 297-317 
on classification of securities, 104 
on independence of accountants, 3, 15 
on reliance on internal audit and con¬ 
trol, 11, 13 

requirements on transactions handled 
through surplus accounts, 149 
rule on reacquired stock (treasury 
stock), 145 

summary of cash transactions required 
by, 40 

on surplus in the balance sheet, 150, 
151 

on valuation of securities, 109 
Security count, 345-351 
Security record, personal, specimen form, 
459 

supplementary schedules, 431 
use of, 426 


Selling expenses, consolidated report 
schedules on, 260, 291 
on profit and loss statement, 155, 156 
to be omitted from inventory cost, 78 
verification of, 157 
Shipping records, reference to, 156 
Signatures, of officials, for authorization, 
124, 389 

Sinking fund, debentures (see Debentures) 
requirements of bond indenture, 145-147 
reserve for, 153 

Sockockinsky v. Bright, Grahame & Co., 
384 

Sources and disposition of funds state¬ 
ment, 40, 41 
composition of, 365 
consolidated report schedule on, 261 
Special funds, 105 

Special investigations (see Investigations) 
Standard bank confirmation, 137, 174, 175 
Statements, additions to and deductions 
from surplus, 155 
bank, summary of, 172 
from classified trial balances, 36-42 
of Committee on Auditing Procedure 
(see Committee on Auditing Pro¬ 
cedure) 

ownership by client, 3 

profit and loss (see Income account) 

purposes of, 4 

relation of books and working papers to, 
4-7, 319-321 

sources and disposition of funds, 40, 41, 
261 

Stock, capital (see Capital stock) 

Stock certificate books, examination of, 
142 

Stock options, 143 
Stock records, 78 
Stock redemption agreements, 105 
Stock register, examination of, 142 
Stock warrants, 143 

Stockholders, accoimts receivable from, 
treatment of on balance sheet, 48 
advances by, 126 
reports to, 265-268 
schedule of, 142 
Stores (see Material) 

Subsidiary companies, chart of, 318 
checks payable to, 65 
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Subsidiary companies, classification of ac- Surplus account, consolidated, for Form 


counts {see Classification of accounts, 
affiliated companies) 
due from, consolidated report schedule 
of accounts, 277 

due to, consolidated report schedule of 
accounts, 284 

earned surplus of, eliminated, 151 
equity in net assets of, summary of, 357 
examination of accounts of, 105 
investments in, 105, 106 

average, consolidated report schedule 
of, 296 

summary of, 358 
schedule of, 196 
minority interest in 

consolidated report schedule on, 285 
summar}^ of, 356 

schedules of book accounts, 228-234 
{See also Affiliated companies) 
Summaries, audit work and internal check, 
17, 28-35, 390 
bank statements, 172 
cash disbursements, 171 
cash receipts, 170 
consolidated, 334-363 
voucher record, 208 

Superscribing working schedules, 387, 388 
Supplies, auditors^ 386 
on hand, consolidated report schedule 
on, 276 

schedule of, 192 
summary of, 344 

inventory certificate covering, 193 
{See also Inventories) 

Surplus, adjustments, 148, 149 
capital or paid-in, 150, 151 
classification of, 150 
earned, 150 
reserves, 152-154 
schedule of, 217 

statement of, for Form 10-K, specimen 
form, 311 

verification of, 148-154 
Surplus account, analysis of, 117, 148-154 
comparative, 270 

consolidated, comparative, for report, 
270 

composition of, for report, 295 
descriptive, for report, 287 


10-K, specimen form, 311 
for stockholders, 266 
descriptive, for report, 287 
Survey of Current Business^ 77 
Synopto-synthetic method in consolida¬ 
tion of accounts, 368-373 

T 

Taxes, accrued {see Accrued taxes) 
as accrued liabilities, 135 
capital stock, 157 
as deferred charges, 119,121 
excess-profits, 157 

federal old-age benefits, schedule of, 
211 

federal unemployment, schedule of, 211 
income {see Income tax) 
on profit and loss statement, 157 
transfer, 142 

verification of payment, 121 
Temporary investments {see Investments) 
Tennessee Valley Authority, 470 
Textile Worldy 77 

Third parties, review of working papers by, 
1 

Title deeds to real estate, 113,116 
Trade discounts, 48, 156 
Trademarks, 119 
Traveling expenses, accrued, 136 
prepaid, 121 

Treasury bonds {see Bonds, treasury) 
Treasury decision 4422 regarding plant 
records, 115 

Trial balance, adjustments, 36, 37 
classified, 6, 36-42 
customers' accounts receivable, 44 
general ledger, 386 
methods of classifying, 36-42 
Trust indenture, 145-147 

U 

Unclaimed dividends {see Dividends, un¬ 
claimed) 

Unexpired insurance (see Insurance, un¬ 
expired) 

United States Treasury Department de¬ 
cision 4422 on plant records, 115 
Unrealized profits, 151,153 
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V 

Vacations of client’s employees, in ques¬ 
tionnaire on internal control, 27 
Valuation, of inventories, 73 
reserve, 162, 163 
of securities, 109 

Verification, of accounts payable, 123- 
141 

of accounts receivable, 43-61, 67-71 
of accrued liabilities, 136, 136 
of authorizations, 389 
of bonds, 145-147 
of capital stock, 142-145 
of cash, 63-66 
of charges to income, 157 
of contingent liabilities, 123-136, 138- 
141 

of deferred charges, 119-122 
of expense, 154-158 
of fixed assets, 111-119 
of funded debt, 145-147 
of intangible assets, 119 
of inventories, 72-103 
of investments, 104-110 
of liabilities, 123-141 
of notes payable, 136-138 
of notes receivable, 61-63 
of other income, 157 
of prepaid expenses, 119-122 
of profit and loss statement, 152, 154- 
158 

of property, plant and equipment, 111- 
119 

of reserve for bad debts, 46-48 
of reserve for depreciation, 111-119 
of reserves, general, 152-154 
schedules of, 6 
of securities, 104-110 
of selling expenses, 156, 157 
of surplus, 148-158 

Vertical method, in consolidation of ac¬ 
counts, 368-373 

in preparation of statements, 36, 37 
Voucher register, 123-125 
summary of, 208 
Voucher system, 123-125 
Vouchers, approval of, 124, 389 
missing, 124 

test of, for profit and loss, 155 


W 

Wages, as accrued liabilities, 135 
payable, consolidated report schedule 
on, 282 

schedule of, 209 

questionnaire on internal control of, 
26 

Wall Street Journalj 77 
Wartime contracts, 128-134 
disclosure in financial statements, 130, 
132 

regulations under consideration, 131 
responsibility of auditor in examination 
of, 131-134 

War Profits Control Act, 128 
Warrants, stock, 143 
Weatherf Crops and Markets, 77 
Wholesale accounts receivable, 50 
Wholesale Prices, 77 

Working papers, assistant’s responsibility 
for, 385 

confidential nature of, 383 
for confirmation of accounts receivable, 
53 

consolidated, 252-382 
content of, 1 

covering internal check and internal 
audit, 16-35 
current file, 389 
definition of, 1 
as evidence, 1 
filing of, 389-390, 394r403 
form and content, 385, 391 
function of, 1-7 
importance of, 1, 384 
for income tax returns of individuals, 6, 
404-465 

indexing of, 394-403 
for an individual company, 159-251 
kinds of, 386,387 
for larger consolidations, 367-382 
order of preparation, 162 
ownership of, 383, 384 
provisions in model bill of American, 
Institute of Accountants, 384 
permanent file, 389 
preservation of, 385 
purposes for which designed, 4 
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Working papers, relation to books, rec¬ 
ords, reports, and statements, 4,319- 
321 

review of, by third parties, 1 
safeguarding, 388 
standardization of, 38, 394 
types of, for analysis of accounts, 165 


Working papers, for U.S. General Account¬ 
ing Office—^Audit of Government 
Corporations, 478-484 
examples of, 485-492 
Working schedules (see Schedules) 
Workmen's compensation, reserve for, 153 
Write down of inventory, 156 
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